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THE CONCEPT OF EDUCATION AS AN INVESTMENT

by

Irving J. Coffman, J. Ronnie Davis, John F. Morrell III*

Introduction

Fritz Machlup recently pointed out that educational efforts may be regarded

as either consumption, investment, waste, or drag.
1 Education is consumption to

the extent that it gives present satisfaction to the student or to others, in-

vestment to the extent that it promotes either future non-pecuniary satisfaction

or future gains in productivity, waste to the extent that it creates neither

pleasure nor productivity either now or in the future, and a drag (or a hin-

drance) to the extent that it renders incompatible individuals' preferences and

their employment opportunities. Though we shall touch upon all of these aspects

in this examination of the economic returns to education, emphasis will be placed

upon the investment characteristic,

Investment is anything that accumulates capital; capital is a stock of assets

that yields a stream of income or utility over time; thus, income is the product

of capital. Despite its apparent simplicity, most economists, until recently,

would have.objected to this broad usage of the terms capital and income. How-

ever, due mainly to the efforts of T. W. Schultz and Gary Becker, the broader

concept of capital has taken a firm position in the mainstream of economic

thought.
2 The reason for the revival of interest in the concept of human in-

vestment was that investment in plants and equipment could not by itself

explain the rapid growth of the presently industrialized countries. When

human capital disparities were added to physical capital disparities, most

of the differences in per capita incomes between countries could be explained.

Looking at the differences in per capita endowments of human capital alone,

Anne Krueger, for example, has demonstrated on conservative assumptions that

over half of the differences in per capita income between the United

States and the less developed countries can be explained by the differences in



-2-

their human capital endowments. 3

The concept of human capital has also caused major refor-

mulations of theories in such diverse areas of economics as

international trade, the distribution of income, developmental

economics, human migration, the economics of family planning,

health economics, on-the-job training, and the economics of educa-

tion. The length of the list is evidence enough that the rebirth

of the concept of human capital has been, among the major

theoretical development in economics in the 1960's.

The Concept of Human Investment

Similarities with physical capital investment

An investment in education, in health or in moving to a new

area is just as much an investment as a new factory or public

bridge. An initial expenditure is undertaken with the hope of

generating a higher return of net income in the future. For

education, the private costs are the direct tuition and fees

associated with schooling, the indirect opportunity costs of not

being able to work full time, and the loss of leisure. The higher

return is the increase in earnings over what that student would

have earned if he had not received the extra education. Implicit

in applying investment theory to the individual as well as to the

businessman is the assumption that both are attempting to maximize

their future incomes (including psychic income) in their invest-

ment decisions. Thus, they undertake the investment which yields

5
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them the highest return, given their available information, and

they undertake investments (the best first) until the return

on investments equals the interest casts of borrowing or the

implicit interest cost of using one's own savings.

In addition to being a signal to private individuals

indicating where the most profitable investment opportunities lie,

persistent differences in rates of return between various types

of investment are usually signals to society that market imper-

fects are resulting in a misallocation of resources. The appro-

priate public policy response to a higher than average return to

primary school should be tl invest more resources in primary

school education. The rate of return approach is the fundamental

analytical tool of the economics of educational investment.

Another less used procedure is to compare present values of the

future stream of earnings and educational costs to determine

whether an investment is worthwhile or not. In fact, if the

estimated future earnings of individuals that are due to educational

investment are capitalized, a dollar value of the educational

capital stock can be estimated. The value of the capital stock of

education and on-the-job training has been estimated at $1.2

trillion while the corresponding estimate of the United States'

physical capital stock was $1.27 trillion.4 If the other forms of

human capital are added to the estimate of educational capital,

it is apparent that human capital is actually more important to

the United States than physical capital.
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If one is to use the theoretical structure that has been developed

to explain physical capital investment to try to explain human or

educational capital investment, one should carefully delineate

the differences and similarities between the two building blocks

of development and growth. The differences between investment in

human capital,and investment in physical capital are mostly in

degree, not in kind. Thus, one theoretical structure is useful

in understanding all types of investment behavior.

Dissimilarities: differences in degree

The differences in degree are fairly straightforward.

Firs, the concept of opportunity costs is much more important in

human capital investment than it is in physical capital investment.

The major "cost" of education is the foregone earnings of the

student, not the tuition and fees. It is true that there are

opportunity costs of modernizing a plant in terms of the foregone

output while the plant is closed, but these costs are not measured

in years of foregone earnings as they are in education, and, to a

lesser extent, in on-the-job training. The importance of this

point is that it is harder to estimate opportunity costs than

direct costs. Thus, the student, as well as the economist, has

more difficulty in determining the correct investment decision.

Second, the risks involved in making human capital investments

are much higher than in physical capital, because human capital is

more fragile, and the payoff period is frequently of longer

duration. A machine can always e repaired when it stops working
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by replacing all of its parts, but we have not reached that point

yet with man. The payoff period for human capital investment,

particularly educational investment, is of longer duration because

not only is the period when the investment is actually' being made

longer (this is related to the point made above on the importance

of opportunity costs), but also the period during which the returns

are expected to be higher is longer (about forty-five years in the

case of a college education). Both of these characteristics of

human capital investment increase the risk of such an investment,

and, increase, therefore, the.difficulty for an investor to make

an economically "efficient" decision. Because of the high risks

and the tendency for investors to be risk avertors, there is apt to

be an underinvestment in human capital relative to physical capital,

and, there is likely to be misallocation of investment among

alternative types of human capital investment.

Third, many human capital investments are irreversle,

whereas most physical capital investments can be "undone.1t5

If the wrong computer is installed in a plant, it can be replaced,

but once one moves one's family from the South to the ghetto, it is

expensive to go back. By the same token, once a Ph.D. is earned

in aero-space engineering, it is almost too late to earn an M.D.

There is not the continual feedback of information to the investor

in human capital that there is to the investor in physical capital.

The decisions that the human capital investor must make are more

unique to each individual, and more likely to be irreversible.
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These factors further complicate the decision making process of

the investor, and make our theoretical model less accurate in

explaining human capital investment.

Finally, the business investor is likely to have more infor-

mation available to make his decision than the human capital

investor. This point is really a generalization of the above

points as they are all related to the information differences of

the two types of investment. Risk, time, uniqueness, and irre-

versibility elements all serve to make the cost of obtaining

information higher or even prohibitive for the human capital

case. In addition to the effect of these factors, the costs of

different types of training and the differential earnings related

to various types of educational investments in forms of migration

are probably not as well known to potential human capital investors

as similar information is to businessmen. It should be pointed out

that gathering the information is a form of investment itself6

and due to the above enumerated characteristics of human capital,

this information is less likely to be provided in optimum

quantities for human investment than for physical capital investment.

If information is a public good in the sense that the government

can provide the same information to more than one individual at

practically zero cost, a case can be made for governmental

provision to the public at large of information on job oppor-

tunities, educational opportunities, and opportunities to

increase one's earnings through migration. The fact that the
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human capital market does not function as efficiently as the

physical capital market does not mean that the theoretical model

that treats human capital like any other investment is inappro-

priate. It does mean that the model should be used with caution

when describing human behavior. The model still remains the

correct tool for the economist to use in judging whether human

capital investment is optimal or not. It is the economist's

role to recognize the shortcomings of the individual's decision-

making process and fill in the voids, especially with regard to

the lack of information.

In as much as the model represents some sort of standard

against which to compare actual behavior, the economist can point

out where deviations between actual behavior and ideal behavior

occur with a view toward correcting the misallocation of resources.

In other words, even if the human capital investment model does

not perfectly describe the workings of these markets, it still

can be used as a device to determine whether or not there is too

much or too little investment in such areas as primary schools,

high schools, junior colleges, hospitals, etc.

Dissimilarities: differences in kind

The differences in kind between human capital investment and

physical capital investment have to do mainly with the legal and

institutional restrictions that have been placed on human capital.

Human capital can no longer be sold or mortgaged: a bank that

makes an educational loan cannot foreclose on the loan and sell
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the property. The effect of these restrictions is, of course,

to decrease the amount of investment in human capital relative to

tangible capital.

Man is, of course, inseparable from his human capital,

and his changeable wants and dislikes, as well as those of others,

will affect his opportunities and willingness to work. The

phenomenon of discrimination is not important in hiring machines.

Discrimination limits human capital investment for those who are

discriminated against, both directly and indirectly. Directly,

discrimination can prevent entry to a given school, and, indirectly,

discrimination limits one's employment opportunities once sohooling

has been completed, especially for those groups discriminated

against (mainly Blacks and women), who rationally do not undertake

as much human capital investment as they might if they were given

more auspicious circumstances. Blacks drop out of school before

Whites, because further schooling may no longer be a profitable

investment if market discrimination limits the increase in

expected earnings of further schooling. Finis Welch has found,

in fact, that market discrimination that limits the acquisition of

schooling for non-Whites is much more Important in explaining the

Black-White income differential than the inferior quality of

schooling received by non-Whites.7 Discrimination is a factor

causing a misallocation of human investment.

Another difference between man and machine that is not

often mentioned is that there is usually some disutility

11
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associated with working or schooling for man,8 while for physical

capital there is apt to be disutility associated with idleness.

This difference means that aside from income effects, there is a

greater cost to idle machines than to idle men. Rates of return

that compare the desirability of investment in human, as opposed to

physical, capital are biased in favor oi human investment for

this reason. Economists have treated a $100,000 investment in

bonds and a $100,000 investment in education, both yielding a

return of $15,000 a year with equal risks as being equally

desirable investments. Yet clearly, the investment in bonds

yidds one the additional return from leisure, and the freedom of

being"one's own man." This factor should be considered when

comparing rates of return from education and physical capital

investments. However, this effect is neutralized to the extent

that people do enjoy their work and schooling.

There are a few other major differences between physical capital

and human capital investment that should be mentioned, which are

also related to the different legal and institutional environments

in which the two types of capital are found. The institution of

marriage and the family usually confines one of the partners, most

often the wife, to the immediate labor market chosen by the

dominant partner.
9 This phenomenon is less important in larger

metropolitan areas and where the wife is less specialized. It

is perhaps, most acute for husband and wife Ph.D.'s in single

university communities. The effect is to cause an underinvestment

in education on the part of women and a lower national output.

9 1
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Tax laws also discriminate against investment in human capital.

The direct costs of education are usually not deductible, and when

human capital wears wat, or becomes obsolete, as it certainly does,

it cannot be depreciated and deducted from income as can physical

capital. There are also, of course, labor laws establishing

maximum work hours for certain types of labor and minimum wages.

These do not apply to machines, and, therefore, tend to make

invesiment in machines more profitable then investment in man.

Labor unions also restrict the opportunities for work of man,

usually more than physical capital. Machines do not belong to

unions and do not go out on strike. Thus, most of the laws and

institutions that have grown up to protect the worker also, at

the same time, bias investment in fabor of physical capital.

Again, these differences, if they are recognized, can be

handled by the economist who is trying to determine which areas of

investment need emphasis. Most of them work :In the direction of

causing an underinvestment in education when the private individual

is making the knvestment decision. Therefore, for the above

reasons, estimated rates of return to education can be thought

of as being biased downwards in comparison with returns to physical

capital.



Conceptual Problems in Evaluating Educational Investment

The economist's theory of human capital gives him the analytical tools

to arrive at some insights, not only about the relative amount of investment

in education vis-.A-vis other forms of investment, but also about the alloca-

tion of investment funds among different types of education. The instruments

we are speaking of are Benefit-Cost Analysis (and its modern off-shoots) and

Rate of Return Analysis.

Benefit-Cost Analysis

"Benefit-cost analysis" is simply an attempt to identify and to mea-

sure the benefits and costs that would result from alternative courses of

action. As such, the idea hardly is a new one--presumably, man always has

weighed the pros and cons, the advantages and disadvantages, of alternative

actions. But techniques have been improved and refined (almost beyond recog-

nition, in some cases) until now we have different names for some of the

different applications of benefit-cost analysis: when courses of action are

in national defense planning, it is called "cost-effectiveness analysis";

when the alternatives are relatively complex collections of inter-related

parts, it is called "systems analysis"; and when the alternatives are modes

of operation with given resources, it is called "operations research.
u10

Originally, the term and concept "benefit-cost analysis" was associated

with and applied to natural resource projects, but its most popularized use

probably has been in national defense planning. In the late 1940s, the Rand

Corporation used "costing" methods in determining for the U.S. Air Force the

best strategic bomber for development and next generation use. During the

1950s, however, full-fledged cost-benefit analysis was used widely for the

first time in water resource studies.
11

At about the same time, Charles J.

Hitch and Roland N. McKean published a highly_influential book12 on efficiency

_in defense economics which signalled the beginning of a nevera of economic

analysis applied to the public sector.

t
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Hitch and McKean suggested that economic analysis of military planning

involved a comparison of relevant alternatives in terms of the objectives and

costs of each, and selection of the best alternative through the application

of an appropriate preferredness criterion. In 1961, after Hitch had become

Comptroller of the Department of Defense, the defense establishment adopted

costing methods, and the techniques which became known as "PPBS" (planning-

programming-budgeting system) and "program packaging" were underway. By 1965,

more than twenty-five agencies of the federal government were using this

approach to some extent.

Recently, applications of the benefit-cost principle have become more

and more imaginative as comparisons have been made of among other things,

alternative health measures, transportation systems, antipoverty proposals,

and educational practices.13 Regardless of the applications, however, the

role of the benefit-cost analysis remains the same--it explicitly compares

the estimated benefits of an action with what taking that action costs, at

least as long as its use is limited to cases where "whst is realized (the

benefits) can be expressed in the same units as what is sacrificed in alterna-

tives (the costs). 1114

In any application, moreover, benefit-c.ost analysis has certain common

elements. It involves the following: (1) the programs, goals, objectives,

targets, or beneficial things to be achieved must be identified; (2) the

feasible arrangements or systems for meeting these objectives must be

identified; (3) the costs of each alternative, or the benefits foregone if

one of the alternatives is adopted, must be identified and measured; (4)

models must be developed which help to trace out the impac t of each alterna-

tive on achievements (i.e., on benefits) and costs; and (5) a criterion,
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involving both costs and benefits, must be developed which appropri-

ately identifies the preferred alternative.
15 The first four steps,

therefore, are the process of identifying and measuring the benefits

and costs of feasible alternatives and the final step is the choice

mechanism which selects the "best" alternative.

Rate of Return Analysis

There are two main methods used to compare the costs and bene-

fits of alternative investments. One method is to calculate the

present values of the costs and the benefits of the investment, and

then to take the difference, or form a quotient. The streams of

costs and benefits have to be discounted by the interest rate to

put the future dollars on an equal footing. A major problem with

benefit-cost analysis is that the results are very sensitive to the

discount rate used, and there is no single discount rate agreed

upon by economists. The second method, that of calculating the

the internal rate of return, skirts this problem. Here the two

present values of costs and benefits are made equal by solvingg

for the discount rate which equates the two figures.

.r
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A diagrammatical exposition might make the procedure clearer.

Presented in Figure 1 are the lifetime earnings streams of two

individuals, similar on all respects except that individual II has

had one more year of schooling than individual I. Individual I's

lifetime earnings stream would be OAHI, and individual II's

lifetime earnings stream is DFGI, which should be compared with

the direct costs of tuition and books (ODCB), and the foregone

earnings (OAED). The internal rate of return of the investment

in education can be calculated most easily by finding the discount

rate that equates the present value of the increment in earnings

(FEHG), with the present value of the cost of education (AECB).

If the internal rate of return is positive, the investment is

profitable. This rate of return, however, should be compared to

the rates of return on alternative investments, physical and human,

before a decision is made to invest or not.

The viability of this procedure for maldng actual policy de-

cisionc depends, of course, upon the quality and validity of the

cost end earnings estimates. Some of the difficulties pertaining

to the intrinsic nature of human capital have already been mentioned,

but a few problems peculiar to educational investment should be

examined for possible biases in the rates of return analysis.

The Cost Side

In calculating the cost side in rate of return analysis, the

estimate of the direct costs is, perhaps, the most reliable.
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However, it is problematical whether the costs are private or

social. It is the private costs that influence the individual

student to in,Test in a further year of education or not, but it is

the cost to society that is important to the policy maker. For

primary and secondary schools, the private direct costs are minor,

consisting of books, supplies, and, perhaps, some additional

clothing expenses. The social costs include all the private costs

plus the direct costs of financing the buildings and paying

teachers' salaries and administrative costs. For secondary school

students in particular, it is the opportunity costs of foregone

earnings that are the main private costs of education. Because

there are two types of costs, private and social, one can see that

&ere must be two types of rates of return, the private or internal

rate of return, and the Eocial rate of return. There are differences

on the benefits side also.

The opportunity costE: are the most important cost for the

individual, rising with the number of years of education completed.

Opportunity costs are also social costs because society foregoes

their output. These costs are estimated by comparing similar

individuals, one in school and one at work.

'A peculiar characteristic of investment in education is that

there is thought to be an important consumption element to

educational expenditures. There are two components of this con-

sumption element, obtaining the education (the enjoyment of

schooling), and the increase in psychic income that education
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gives one in later life. If these two items are important, they shoUld be sub-

tracted from costs and added to the benefits of education, respectively.

Ignoring them produces a downward bias in rate of return analysis. As pointed

out above, there may be some disutility associated with the educational pro-

cess and some disutility associated with work later on in life. These factors

tend to offset the consumption aspects of education. The following is how

one well known BriC.sh writer concludes discussion of the dilemma:

It would seem that at this stage we simply do not know
whether to add or to subtract the consumption-benefits from
the investment-benefits of education. This is not to say that

we can never find out.... For the time being, however.? the con-
sumption hypothesis may be ruled out by Occam's Razor.I6

The Benefits Side

The identification and measurement of the benefits of education is fraught

with many difficulties because some of the benefits to an educated person are

economic in nature while some of them are noneconomic, and because many of the

benefits do not accrue to the person educated or even to his family, but are

conferred on altogether other people.
17 The private benefits of education are

those which accrue to the child or to his parents (or guardians); and the

external benefits are those which "spill over" to families other than chat of

the educated, even where it is infeasible to identify the families benefited

or the money value of the benefits.18 The latter effects, variously called

"externalities," "spillovers," "neighborhood effects," and "third-party effects,"

are relevant from a social point of view to any decisions on educational spending.

To the extent that they are disregarded, provision of education will be ineffi-

cient and inequitable, a point which. will be demonstrated below.

Private Benefits

The first task in calculating the benefit side is to estimate the differ-

ential lifetime earnings stream by comparing the actual earnings of cohorts

standardized except for their differing educational attainments. In Figure 1,

this is the estimation of area FEHG. In practice, this is usually done by

20
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looking at the difference in earnings for one year and then extrapolating the

differences over the rest of the years. In other words, looking at Figure 1,

area FEHG is estimating from the points J and K and from knowledge about the

average life-cycle path of earnings. The danger with this procedure is that

it implicitly assumes that past earnings differentials will be maintained

in the future. A priori, economists would expect that if the demand for a

given educational level of manpower were relatively stable over time, then

an increase in the supply of this manpower would drive down the actual rate

of return to this educational investment. So if an educational investment

was pushed because the rate of return calculated from past data was found to

be high, it is likely that, due to the long lag in the educational process,

the final rate of return would be lower. In some cases, of course, policy

makers may overshoot the mark. This result might be one explanation for

the current glut of Ph.D.'s on the market. Evidence that will be presented

later, however, indicates that there has been no secular decline in the rate

of return in the United States to primary and secondary education.

One should still use the cross-section data with caution because there

have been recent indications of narrowing of earnings differentials between

groupings of different educational levels.19 These assumptions about the future

demand for education are implicitly built into the use of rate of return estimates

by policy makers. These assumptions should be made explicit and attention must

be paid to the future demand for education if rates of return analyses are to

be used for allocative decisions by policy makers.
20

Another problem that arises in using the differential in earnings to

calculate the benefits of educational investment is that labor market imper-

fections may distort the calculated rates of return so that the social rate

of return deviates from the private rate of return. For example, if the.

"sheepskin effect" is as important as some have alleged, namely, that

21
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employers pay workers with diplomas more than the value of their marginal

product, the private rate of return will be higher than the social rate

of return and there will be an overinvestment in this type of education

from a societal viewpoint.21 Most economists, however, reject this view.22

Rate of return analysis actually points out to the economists where the dis-

tortions lie, because, with all markets perfectly competitive, all rates of return

would be equal. The extremely high rates of return to physicians, first

pointed out by Friedman and Kuznets, is evidence that perhaps the American

Medical AiSociation has ensaged in restrictive practices by limiting the

supply of physicians.
23

A problem much more significant than the first two above is that of

identifying groups of individuals identical in all traits except their educa-

tion. Ideally, in order to measure the true effect of education on earnings,

all the other factors affecting earnings must be held constant. This is diffi-

cult to do because of the high degree of multicollinearity between education

and the other factors that influence earnings. Some of these other factors

are ability, financial wealth, parents' education, ambition or perseverance,

and other types of human capital. This list is not exhaustive. Most studies

try to correct for this effect, which, of course, biases rates of return in

favor of educational investment. Children with these traits tend to get a

higher than average education, yet they would probably have had higher

lifetime earnings than average even if they had not had more than average

schooling. The procedure used to correct for ability is to use I. Q. tests

and standardize the students that way. If the sample is large enough, and

the demographic data rich enough, researchers can also correct for parents'

income, education, social class, the student's rate, place of birth, health,

99
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etc. Many economists still doubt, however, that it is possible to account

for all the intangibles such as perseverance, motivation, and personality

that may be correlated with both propensity to attain education and pro-

pensity to generate higher incomes than normal. This possible bias must

also be kept in mind. In addition to the direct monetary effect on earnings,

however, a number of other effects of varying indirectness have been claimed

for education by various economists, but notably Weisbrod.

Weisbrod lists four types of benefits (other than increased future

earnings) which accrue to the individual and three types which are con-

ferred to the remainder of society.
24

Some of the latter types are

"internal" to the family and consequently are private benefits. Those

for the individual are (1) the value of the option to continue with fur-

ther education, (2) the option value of wider employment possibilities,

(3) the insurance value of hedging against technological change, and

(4) the value of nonrnarket benefits.

The value of the option to continue with further education is a

type of benefit which one must take care to avoid doublecounting.

Weisbrod's point is that a seventh grader who is "deciding" whether or

not to study at the eighth grade level must consider not only the returns

which would accrue if he were to complete it successfully, but also the

value to him of the opportunity to proceed to the ninth grade. If he

eventually exercises the option to proceed to the ninth grade, however,

the value he assigned to the option must be included in the costs of

the ninth grade. To do otherwise would be to count twice some of the

benefits of the ninth grade. Weisbrod has made no attempt to measure'

the value of this option perhaps because of the tendency for it to be

23
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"wushed out" or counted already in earnings studies, (He did make some

illustrations of the point, using data from Schultz's studies.)
25

The second benefit which Weisbrod listed was the option value of

wider employment possibilities. Here, he seems to have in mind the idea

that increased education broadens the range of jobs for which the individual

is suited. Although he asserts that a person would attach a positive value

to having additional job possibilities, Weisbrod does not measure such

values, perhaps because empirically it would be infeasible to distinguish

the value of such options and, moreover, because it is not self-evident

that this option is "investment." Only to the extent that it reduces

uncertainty about anticipated earnings should it be counted in investment

calculation. If it only gives a person "satisfaction" to know that other

jobs are open to him, then these "psychic" benefits more appropriately

would be regarded as consumption.

A closely related benefit which Weisbrod suggests is the insurance

value of the hedge against technological change. Whereas the employment

option refers to the range of occupations available to a person, the in-

surance option refers to risks borne in regard to the change of reduced

earnings owing to technological changes which give rise to adverse economic

effects on his existing occupation. This risk would be reduced if educa-

tion succeeds in making workers more adaptable to new skills. Again,

Weisbrod offers no measurement of this type of benefit. The insurance

value also has a consumption element, and only to the extent that it re-

duces uncertainty about the need to change jobs should such benefits be

included in an investment calculation.
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Finally, Weisbrod refers to benefits which are nonmarket in nature.

He mentions one illustration--the example of literate individuals completing

their own income tax returns, arriving at an annual market value of tax

return services performed by taxpayers for themselves to be $250 million or

a return of about 3.2 percent. There are many problems with this measurement,

which O'Donoghue, among others, has cited.26 Actually, this is a distribu-

tional matter. The gains to taxpayers are offset in part by losses to tax

accountants, thereby cancelling out part of the effect for the economy as

a whole, having little, if any, effect on overall output, and succeeding

mainly in redistributing income from accountants to the "rest of the world."

Weisbrod also discusses three types of benefits to persons other than

the educated: (1) residence-related benefits, (2) employment-related bene-

fits, and (3) benefits to society in general. Some of the residence-related

benefits are "internal" to the family and consequently are private benefits

which should be numbered among those already discussed. Two such types of

benefits are (1) child-care services to mothers, and (2) benefits which

may accrue to any future children of the educated.

For the mother (or father) of a school-age child, a valuable child-

care service is provided which makes it possible for the mother (or father)

either to seek employment or to engage in leisure or other non-work activities.

The effect is in the form of consumption benefits to the extent that mothers

(or fathers) choose leisure or simply enjoy reduced anxiety. An economic

value is attached to seeking employment. Weisbrod estimated these benefits

to be approximately $2 billion annually (wtdch would be treated as a return

on primary education) at a time when only $8 billion was spent on primary

27
education.
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Benefits accruing to the future children of the educated come through

the informal education which educated parents premmably provide their children.

Using data on the additional education which children of more educated parents

receive, Weisbrod and Swift have estimated the value in higher earninga of

this extra education of the child. They then express these higher earnings

of the child as a rate of return to the parents' education. The estimates

ranged from one-fourth of one percent to eight percent for two-thirds of

the cases, and in only about seven percent of the cases studied was the effect

negligible. Even the authors urge caution in use of these estimates.
28

Education in Consumptiou

There is one other real potentially quantifiable economic benefit to

education, other than the effect on earnings, that has been frequently over-

looked, and that is the effect of education on the other side of the individ-

ual's financial affairs, the expenditure side. Education 'not only allows

one to earn more income, but should also enable one to spend it more

efficiently. The recent rash of consumer protection laws have arisen, in

part,'because of a recognition of this phenomenon, and because of the

increasing complexity of consumer decisions in today's technologically

advanced world.

This type of benefit might be called education in consumption as it

is analogous to Finis Welch's recently coined phrase "education in production."
29

In trying to answer the question: "With the phenomenal rise in average educa-

tion, why have rates of return failed to decline?" Welch proposes and examines

empirically for agriculture, the proposition that increased education ellws

.

a farmer to use his other factors of production more efficiently.
30 Taus,

education has two effects upon output, the traditional "worker effect" of

increasing a factor of production, while holding the others constant (the
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economists concept of marginal product), and an allocation effect of

allowing the worker to combine the other factors of production more

efficiently, or, perhaps,, to use "new factors" that otherwise would not

be used. From a study on the effect of education on farmers, Welch

found that "much of the 'leverage' associated with added schooling is

drawn from the dynamic implications of changing technology."31 The impli-

cations of Welch's findings for rates of return analysis are that the

rates of return to education should maintain their present level if

technological change continues its rapid pace. If technological change

slows down, rates of return to education would be likely to fall. Educa-

tion in production does not bias the rates of return analysis because it

is simply a factor determining rates of return.

The analogous concept of education in consumption would bias rates

of return calculations, because this affects the consumer's expenditure

side, not his income side. A se rch of the literature reveals that this

is an unknown phenomenon, and, thus, the theoretical and empirical work

on this topic remains. The idea of education in consumption does logically

follow from Welch's pioneering and important study. As consumer buying

decisions become more complex with a more technologically advanced environ-

ment, the potential saving of income to the educated consumer over the

uneducated consumer increases. Rates of return analysis that do not allow

for this factor (and none have as yet) understate the true internal rate of

return. To the extent that educated consumers are more socially minded (for

instance, buying the "ecology" soap instead of Tide), the social rate of

return to education will be additionally understated.

Finally, there are certain benefits from education which accrue not to

the individual but to the society in which the individual lives.
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Externalities

These "externalities" may be regarded initially as effects of goods

which, when consumed or produced, either confer benefits or impose costs on

persons other than the consumer(s) or producer(s) of those goods. External

benefits in consumption, for example, are benefits which contribute to the

well-being of people other than the "consumer" himself. To the extent that

one person's decisions either benefit or harm others without that person

taking into account such benefits or costs, such decisions may lead to

underprovision (in the case of external benefits) or overprovision (in the

case of external costs), from the social point of view, of the activity

involved (and to serious questions about equity).

Economic Benefits

In the case of education, a family may be expected to make decisions

based on its expectation of benefits or returns to the family, as these

private benefits have been outlined above. And a family would be expected

to disregard any benefits or returns conferred on other families. Many

economists have pointed out, however, that families other than that of

the educated also may benefit from education. This means that "social

calculation," where all private and external benefits are considered in

comparison to costs, will differ from "private calculation," where only

private benefits are considered.

Again, Weisbrod has been at the forefront in listing categories of

such benefits. He mentions the following: (1) residence-related benefits

to neighbors and taxpayers, (2) employment-related benefits to fellow workers,

and (3) society-related benefits to the population in general. The first

two categories contain both social (i.e., noneconomic) and economic externali-

ties and most of the benefits of the third category are social externalities.32
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Weisbrod first suggests that the education of the children of one

family may confer benefits on neighbors by (1) inculcating acceptable

social values and behavior norms, (2) providing alternatives to unsuper-

vised activities, some of which may have antisocial consequences, and (3)

improving the caliber of voluntary community activities.
33 Also, Weisbrod

suggests that benefits are conferred on taxpayers because the need for in-

curring the "avoidance costs" of law enforcement will tend to be less.

Although these types of benefits will be discussed more thoroughly

below in the section on Social Externalities, several observations need

to be made here. One global observation is that all that can be said in

general is that the effects such as those above undoubtedly have an effect

on neighbors, but neither their magnitude nor their direction is clear in

any particular instance. For example, the social values which children

now are taught (from those implicit in sex education to those in what is

regarded as the "debunking" of history) are under question and have been

challenged seriously by persons outside of the education establishment.

\

Some have even blamed educators for the generation gap. Also, student

"unrest" has caused many to wonder if antisocial consequences come only

from unsupervised activities. More will be said later on these claims.

Weisbrod suggests that employment-related external benefits are

conferred when educating some workers raises the productivity of others.
34.

This point requires some elaboration. Production in modern, industrialized

economies requires coordination, cooperation, and other interaction of

workers, so that the productivity of each worker potentially affects the

productivity of every other worker. Additional education of one worker

may affect another through emulation of skills and through acquired

psychological and motivational factors. Through the simple process of

29
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work association, less educated workers may improve their communication

and discipline of the mind, develop flexibility and adaptability, and

learn maturity and reliability. Through the less simple process of trans-

fer, educated or more educated workers may contribute to the awareness

of and the reception to present knowledge and new ideas. 35

Measurement of employment-related benefits raises problems. "Simply"

measuring the higher earnings of a group after more "educated" personnel

have been introduced is not so simple. Earnings may not reflect produc-

tivity accurately, especially in cases where only marginal contributions

to output are concerned. Also, it may prove to be difficult to isolate

the effects of introduction of educated personnel from other changes

which occur simultaneously. Employment-related external benefits, like

many other "nonmarket" benefits, are not subject to measurement at this

time, and it is therefore infeasible to include them in calculations such

as the social rate of return. Actually, we cannot be sure that such

effects are always unambiguously positive. O'Donoghue, for example,

suggests that the 'educational ethos" can be inimical to productivity

because it downgrades business and economic activities to a much lower

status than cultural, academic, intellectual, artistic, or similar activities. 36

Finally, Weisbrod discusses external benefits which are conferred to

society in general. 37 Democracy hardly is feasible without widespread

acceptance of a common set of values and without some minimum degree of

citizen literacy and knowledge, so that education might be regarded as

providing "a minimum standard of citizenship." Education, it commonly is

argued, also is important in promoting equality of opportunity. If

education is successful in lowering financial and other barriers to entry,

into previously privileged positions, then education is providing a

6.dt)
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return in the form of satisfying a social goal.
38 Measurement of these

benefits would be arbitrary, but some aspects of these external benefits

of education are discussed further below, particularly the effect of edu-

cation in poverty reduction, and far more research can be carried out with

respect to this distributional element.

Externalities and resource allocation

Whether it is water pollution and smog (cases of external cost and

over-provision) or education, a fundamental question raised about ex-

ternalities is in regard to the effects of consumption or production on

persons other than the parties to an exchange. Without some kind of adjust-

ment (such as prohibition, directive, bribery, merger, taxes and subsidies, or

regulation
39), the economy may either overprovide (in the case of external

costs) or underprovide (in the case of external benefits) goods and services

characterized by externality, at least when judged from the social point

of view. The problem of socially efficient and socially equitable provision

of education is then twofold: (1) some adjustment must be made to extend

expenditures beyond the socially suboptimal level associated with regard

only for the private benefit of education to a level approximating that

associated with regard for all the benefitsprivate and externalof educa-

tion, and (2) some means must be applied to distribute the costs of the

socially optimal level of education according to commonly embraced norms of

social justice. The traditional solutions for efficient provision of goods

characterized by external benefits are (1) to establish minimum standards

of performance, (2) to subsidize the producer or consumer of the good,

and (3) to enlarge the decision making unit so as to "internalize" the

benefits.
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1. Minimum standards: The idea of minimum standards is to require

consumers to purchase quantities larger than they would if left to their

own choice. In the case of education, families might "purchase" less than

the socially optimal amount of education for their children if left to their

own choice. This traditional solution would prescribe that families be

required to provide each of their children with a certain number of student-

years of education. Some kind of subsidy almost certainly must be involved

with such a requirement, however. Individuals who genuinely cannot pay the

costs of meeting required standards could not be asked to divest themselves

of their children by selling them to others who can, which is what we do

when owners cannot afford to raise buildings, automobiles, and other

property to minimum standards.

2. Subsidies: The idea of subsidies is to reduce the cost of such

goods to consumers (or producers) and thereby to increase their consumptIon

(or production). By reducing the cost of education, for example, it is

hoped that fimilies may respond by consuming a larger (than otherwise)

quantity. There is widespread agreement that subsidies and minimum standard

of performance are necessary to provide education optimally from the social

point of view. The disagreement is over such questions as (1) what should

be the level of subsidy, (2) should producers or consumers be subsidized,

(3) should the subsidy be selective or "across the board," and (4) what

should be the tax base of the subsidy?

First, we really cannot expect people to reveal their demand or will-

ingness to pay for the external benefits of education. This component of

education is what economists call "public," meaning that the consumption of

the external benefits by one person does not diminish the opportunity of

others to consume the same benefits. Put another way, families other than
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that of the educated must all adjust to the same'quantity of the public

component of education--more of the public component of education for

ona of these other families is more for them all. Under such conditions,

each of the "other" families may decide not to reveal its willingness to

pay for any benefit provided to it externally on the grounds that it can

enjoy whatever external benefits which are forthcoming whether or not it

contributes toward the provision of those external benefits. Because of

this problem of concealed "preferences," we really cannot *mow by how much

to extend by subsidy the level of educational spending. One of the con-

sequences of moving away from what is regarded as a suboptimal level of

provision by means of a subsidy, therefore, might be to end up overproviding

education. The optimal level of subsidy, in any event, is indeterminate

because of the indeterminary of the total demand for education.

Even if we could determine the optimal level of subsidy, this would

not resolve the question of whether to subsidize producers or consumers.

Presently, of course, we subsidize the producers of education to the extent

that education is offered at a price of practically zero to consumers.

An alternative would be to subsidize the consumers in the form of "market-

type vouchers," and to allow the market price of education to be determined

by competition between rival schools. This proposal
40

has not yet been

studied fully, but many have expressed reservations based on uncertainty

about the effect of monopoly, particularly in small communities, unwilling-

ness to allow "ignorant" families to exercise consumer sovereignty, and

questions about the possible effects on academic freedom.

Since one purpose of subsidies is to satisfy the privately disregarded

external benefits, selective
subsidization might be preferred over across-
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the-board subsidization. For example, areas of study closely connected

with citizen quality could be singled out for subsidy, or subsidies might

take the form of cash support of youths who otherwise would drop out of

programs, since it is such students at whom meeting such objectives is

41
commonly aimed. Selective subsidies have been used in principle, but

the consequences of wider or more detailed use have not been explored

carefully.

Finally, what base should be used to defray the cost of the subsidy?

Subsidies to primary and secondary education usually are defrayed by the

property tax. Because the burden .of property taxes typically is distributed

regressively over income groups, however, there is an obvious paradox: on

the one hand, we express an interest in education as a means of reducing

inequality of opportunity, while, on the other hand, we finance education

in a way which makes income distribution more unequal, thereby making the

problem of reducing inequality of opportunity all the more difficult. There

are other problems with the choice of tax base. If it is acquiescence we

want in moving from a lower_to a higher level of provision of education,

then the more likely we are to get it as an individual's proportion of the

base, ceteris paribus, moves toward a minimum. In other words, we are

more likely to gain acquiescence in extending the provision of education

if the state-wide sales base is used rather than the local property base,

the national income base rather than the State-wide sales base, and so

forth.

3. Internalization: The very word "externality" seems to lead

naturally and logically to "internalization" as a solution. Internalization

refers to enlarging the decision making unit until its size corresponds with
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the spillover of benefits (or costs). In other words, if some benefits

remain outside when decisions are made by an individual or group, then

cannot the benefits be brought inside if we increase the size of the

decision making unit? In cases involving individuals, the answer is no.

For example, in the case of education, benefits are external to the family,

and we cannot increase the size of the family until it is large enough to

"capture" all of the benefits. Internalization, when it has been proposed

as a "cure-all" for what ails education, has been advanced mostly out of

mistaking "geographical spillovers" for externalities.

Geographic spillovers

Weisbrod's most controversial conclusions probably have been those

with regard to geographic spillovers. His study
42 and that of Hirsch, et

al.,
43 are based on the idea that education may bring benefits to people

other than those in the school district Which provides the education.
44

Weisbrod's main hypothesis is that migration gives rise to spillovers

because the costs of education are borne by the emigrant area and that

such spillovers result in underinvestment in education. In other words,

he argues that one of the consequences of federalism is that the level

of educational provision will fall short of the social optiumnn. For example,

a community might not devote $1,000 of resources to produce an output worth

$1,300 to society if only $800 of benefits accrues to persons within the

school district. Not only would a community disregard any "spinout" bene-

fits, but any "spillim"benefits as well. To continue the example, a

community might not devote the $1,000 of resources even if there were $400

of spillin benefits, more than enough to offset the $300 of spinout bene-

fits. His theory is that a community will extend the provision of education
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only to the point where the marginal benefits to the community equal its

marginal costs, disregarding any benefits which accrue to other areas (for

obvious reasons) and disregarding spillin benefits because they constitute

a type of lump-sum benefit which have no influence on marginal decisions

to either raise or lower the level of provision within the community.45

Weisbrod's hypothesis that geographic spillovers lead to global under-

investment in education has been criticized widely. Malul was critical of

his use of data.
46 Haltmann argued that under Weisbrod's circumstances,

no community would provide "free" education and that migration is not a

cause of non-optimal provision of education.
47 Williams submitted that in

some cases(when spillins are taken into account) sub-optimality will be

greater than Weisbrod has estimated, and in other cases too much of educa-

tion will be provided.
48

As it is with other discussions of the nonmarket benefits (and costs),

the effect of geographic spillovers on the level of provision of education

is unclear. We are certain neither of the extent nor of the direction which

any such effects might take. Certainly federalism has some effect on the

provision of education. For example, drawing geographic distinctions may

serve in many cases to make "indirect" benefits seem more remote than they

really are, thereby mitigating an interest one otherwlse might have in the

education of the children of other families. Also, dividing sovereignty

among myriad units of government makes interference in the decisions of

others more difficult, even where one group of citizens has a strong interest

(for whatever reasons) in seeing that children in another state or locality

are educated better than they actually are being educated.
49

rt3C)
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Social Externalities

Some writers
50

have commented that an increment of education reduces

government expenditures on crime prevention and that it mitigates against

poverty, reduces government outlay on fire protection, public health, and

medical care. Others have criticized severely the omission of such benefits

of education in social rate-of-return studies.
51

While it is still not

technically feasible to incorporate all such tradeoffs into benefit-cost

analysis, the effects of educational spending on crime and poverty reduction

should be examined more carefully.

It should be said at the outset, however, that educational spending may

affect the demand for (and supply of) a multitude of other publicly-provided

goods and services. For example, Shoup asserts the following:

An increment of education reduces government expenditures on crime
prevention on balance, though it may increase certain types of
crime, embezzlement, for example. It also reduces government out-
lay on fire protection, public health, and medical care. Education
induces an increase in expenditures on highways and streets, and
cultural and recreational facilities. It increases tax revenue
automatically, after a considerable lapse of time, by increasing
productivity and hence, to some degree at least, national income.52

The problem with claims of tradeoffs involving education is that of estab-

lishing their relative magnitude and even the direction which they take.

In other words, do they constitute costs or benefits to others?

Impact on neighbors and taxpayers

Weisbrod again has been among the more persistent economists who have argued

that education reduces crime. He has argued that "insofar as lack of education

leads to employment difficulties and crime, law enforcement costs will tend to be

high," and education thus may "provide social benefits by reducing the need for

incurring these 'avoidance costs,' to the advantage of taxpayers.53 Benson, in

a sumilar vein, argues that social values developed through education affect

neighbors: "Education has effects on the caliber of voluntary community activi-

ties: choral groups, drama clubs, local art shows, etc."54 This conventional
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wisdom has been challenged seriously in recent years.

Machlup recently suggested that the experience of the last few years,

with student riots and rebellions at universities all over the world, at

the least should lead to a reconsideration of the assumption which has taken

for granted that education increases respect for law and order and promotes

a climate conducive to peaceful social, political, and ecammnic development.55

E. G. West has suggested that the available data not only fail to support

the assertion but, if anything, point to a contrary conclusion.56

West points out that, in post-war England, crime rates for young people

rose rather than fell, despite (or because of) an expansion in education

during the period. He cites evidence that the last year of compulsory edu-

cation was the highest rate of juvenile delinquency, a tendency which was

reversed when pupils left school and went to work. When the school-leaving

age was raised from thirteen to fourteen in 1947, West claims that "there

was an immediate change over in the delinquency record of the 13-year-olds

(who until this had been the most troublesome age-group) and the 14-year-

olds, who took their place in 1948, and have held it consistently ever since."57

Many comments are in order. West's evidence is owtnundoubtedly to

compulsion and to the suspicion that the delinquents had no desire to attend

school. For older age-groups, the external effects on neighbors and tax-

payers still may be positive. Even so, many student activities involving

[ their wilful desires to do good may not be interpreted as beneficial.

O'Donoghue has pointed out that the student riots may be regarded as "good"

or "criminal" by different sectors of the same population.
58

Others have questioned how such activities as voluntary community activ-

ities, choral groups, drama clubs, and local art shows may be counted as

external benefits of education. In the first place, the activities are
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largely confined, both for participants and spectators, to educated people

and simply represent a form of consumption activity for them. It is not

even necessarily true that education confers a benefit by extending the

individual's range of consumption activities. As Jack Wiseman has argued,

"the graduated student now gets psychic return from having been educated

to appreciate Bach, but he can no longer tolerate the Beatles."
59

It would

be a blatant value judgement to estimate that one consumption activity con-

stituted an improvement over another, thereby conferring a benefit, although

it is one that many would be prepared to make.

No one seems to deny, therefore, that education affects neighbors and

taxpayers "externally," but there is considerable question as to the value

or direction of such effects. By way of generalization; all that can be

said at this time is that effects on neighbors and taxpayers are created,

but whether they are victims or beneficiaries is not clear in any one

instance. Further fruitful research concerning the nature of some of the

tradeoffs is certainly called for.

Impact on Poverty Reduction

The traditional belief, of course, is that education tends to equalize

the opportunities for financial advancement.
60 This proposition should be

examined more closely.

The belief that higher levels of education tend to produce a greater

equality in the distribution of income is based on the international and

interregional studies of Simon Kuznets.
61

Even Paul Samuelson, in his

text, ECONOMICS, makes the statement that both over time and over inter-

national cross-sections, equality of the distribution of income increases

62
with per capita income and education. However, increased educational
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spending hardly is the most direct way to attack the problem of poverty.

Ribich points out that a lengthy chain of events must transpire successfully

before additional educational spending is reflected in reduced poverty:

(1) spending by government must result in augmented educational resources

available to schools, (2) the extra resources must add to learning, (3) the

additional learning must lead to increases in the capacity to produce and to

earn income, and (4) that capability must result in moving individuals out

of poverty or at least mitigate the degree of poverty. 63
Between each of these

required links between educational spending and poverty reduction, there is

slippage.
64

Ribich has estimated the "payoff rates" for several types of educational

spending. He found that the ratio of estimated total income gains to costs

to be only around sixty percent. 65 Ribich also estimates the effect of

inducing a given number of individuals to graduate from high school rather

than to drop out. By using a $3,000 income figure as the definition of

poverty and discounting to present values the entire lifetime stream of

total income and poverty income tax reductions, he found that (1) the

reduction of the poverty income gap is only one-fifth of the total income

gain that" would be experiences by a representative sample of whites, and

(2) the reduction is just short of two-fifths for a representative group

of non-whites. (If the income gains were $1 million, the the expected

reduction of the poverty income gap would be between $200,000 and $400,000.)

If this relationship held for other educational changes as well, it would

be valid to reduce the total returns estimates so that the ratio of poverty

gap reduction to costs might be no better than twenty-five percent.
66

40



-38-

B. R. Chiswick has added importantly to the literature which examines

the impact of education on income inequality. 67 Chiswick shows that, other

things equal, a higher level of schooling tends to increase income inequality,

but that, because the average level of schooling is negatively correlated

with the rate of return and with the inequality of schooling, the observed

positive relationship between level of school and income inequality has

been maintained.
68

Chiswick explains these findings by pointing out that

individuals with greater amounts of education are more likely than people

with little education to migrate to states with higher income levels, and

that this depresses rates of return in states with high education levels,

raising them in states with low education levels, causing the negative

simple correlation between the average level of education and income inequality.

The implications for policy makers of Chiswick's findings are that it

should not be automatically assumed that raising the average level of educa-

tion will increase the equality of the distribution of income. In fact, the

opposite is the more likely result. Two things that should be considered

are the way the level of education is raised in a community, i.e., raising

the lower or the upper tail of the distribution of the years of education,

and, second, the effect of increasing the level of education on rate of

returns. Usually one expects that increasing the level of education will

lower the rate of returns, but in some cases the resulting increased

incomes and economic growth might generate more t'an enough demand for

skilled labor to offset the increase in supply. This occurrence is probably

more likely for underdeveloped countries than for the United States.

Edward Denison has criticized the idea that the United States' educa-

tional structure promotes equality of opportunity and income. 69 Denison is
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mainly criticizing the United States' higher education system when he

claims that equality of opportunity requires expenditures on dull students

at least as great as the expenditures on bright students. Yet, Denison

calculates that the average expenditure of public funds for four years of

college on male students who had an A average in high school is $5,811,

while the corresponding figure for males and females with a below C- average

is $666 and zero, respectively. 70 Public subsidation of ability obviously

increases income inequality, because income and ability are already highly

correlated. These criticisms also apply to primary and secondary schools

that allocate more funds and the better teachers to honors programs or even

college preparatory programs.

If promoting a more equal distribution of income is a societal goal,

there may well be a trade-off between equity and allocative efficiency.

Clearly, educating students with more ability more intensely will result

in higher rates of return. In a democratic society the people must decide

on this trade-off through the political process, while the role of the

economist is to attempt to quantify the trade-off and present it to the

people. Much work remains to be completed here.

Not all the policy implications of these various studies on the dis-

tributional impact of educational investment are (assuming that it is a

goal of society to have a more equitable distribution of income) in con-

flict with the dictates of rate of return analysis. Indeed, in most

respects the equity and allocative considerations reinforce each other,

especially with regard to investment in the different levels of schooling.

Both Chiswick and Denison would recommend that public educational funds

should be reallocated from higher to lower levels of education to increase
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income equality. This, of course, is the same conclusion that the evidence

from rate of return studies indicates should be undertaken to increase the

allocative efficiency of educational investment.

Attempting benefit-cost analysis of alternative government actiohs often

means provision of data regarding costs and gains without any markets to

generate the information. It is agreed generally that it is as often in-

finitely expensive, i.e., impossible, to provide information about marginal

evaluations that is comparable in quality to the knowledge generated by

markets.
71

This means that many social benefits and costs go unmeasured

in studies of education and other services characterized by some degree of

externalities which is "unpriced and uncosted." Nonetheless, benefit-cost

analysis can be of use in studying services such as education. For one

thing, benefit-cost analysis can provide some information, and it can

alert officials and citizens to look at education as a problem of choice,

even if many of the quantities and values must be filled in on the basis

of judgement.72 But at least it can focus the attention of the policy

maker upon the proper matrix.

Conclusion on Externalities

The more difficult component of benefits to measure or even to identify

is the category of benefits which accrue not to the family of the educated

but rather to other families. To reiterate, such effects are called "ex-

ternalities," "neighborhood effects," "spillovers," and a variety of

other labels. Their nature is to affect the production or consumption

activities of others. For example, recall that education may confer ex-

ternal benefits in the following ways: (1) neighbors may benefit because

children have fewer hours of unsupervised activities, some of which are
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likely to affect them adversely; (2) taxpayers may benefit because educa-

tion may lead to reduced unemployment, poverty, and crime, the consequences

of which involve costs to some extent borne by them; and (3) society at

large may benefit because of effects such as that which literacy has on the

functioning of a market economy and of a political democracy. Such benefits

may be regarded as "social" rather than private in nature; and such wider

consequences of education would be relevant to any decisions on educational

spending.

These social externalities of education include such things as pro-

viding the necessary conditions for a smoothly functioning democracy, incul-

cating new generations with the traditions and accepted values of society,

and, perhaps, promoting equality of opportunity through lower job barriers

based on class, racial, and religious grounds. To be complete, some possible

social external diseconomies of education should be enumerated. Recent

events indicate that education beyond a certain point leads to a questioning

of the social, religious, and political beliefs of a society. This makes it

'harder to govern that society, and democracy may change to anarchy. From

the point of view of the existing majority of society, this type of ex-

ternality is a social cost. In a long-run broad social sense, however,

it is not clear whether this externality is a cost or a benefit. To the

policy makers currently in power, it must be counted as a social cost.

On the benefits side, the above analysis indicates that the total

benefits will be understated by the referring only to the private benefits,

and, that, therefore, a public means of support for education is justified.

This conclusion is further reinforced when it is noted that private bene-

fits are usually calculated net of personal income taxes. The social return

4,1
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should, of course, include taxes paid to society. The other major reasons

for the conclusion that the calculated private benefits understate the

social benefits to education, are the probable importance of the social

and economic externalities, coupled with the growing importance of educa-

tion in reducing the real cost of consumption (the education in consumption

proposal). The understatement is also likely to diminish with increasing

years of education. This is most clear with the externality argument,

especially, because some externalities may become negative at a high

enough level of education. Also, the babysitting benefit to mothers is

likely to be more important at lower levels of education. This might

not be true, however, for the education in consumption hypothesis, because

a threshold level of a college education may be required for consumers to

appreciably save on the expenditure side while maintaining the same real

value of consumer goods as less educated consumers.73 Further research

needs to be done on this question.

On the cost side, to the extent that the government pays for part of

the educational costs, the private costs will understate the social costs.

Because opportunity costs and private direct costs rise relative to the

direct costs paid by the state as the grade of schooling rises from 1 to

12, or 14, if there are junior community colleges, private costs will

understate social costs by a decreasing amount as the level of schooling

increases.

The net effect of the two offsetting biases of the cost side and the

benefit side is probably to continue to cause the internal rate of return

(which is not calculated to include the benefits of education in consumption)

to understate the true social rate of return that includes the social and

economic externalities. There is no way to empirically support this statement
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as yet, and, indeed, some economists assume that the internal and the social

rates of return are identical. 74
A stronger statement can be made about the

relative rates of return biases for different years of education. Most of

the biases on both the cost and the benefit sides run in the direction of

the internal rate of return underestimating the social rate of return by

a decreasing amount with further education. The conclusions are not that

void of policy significance because most of the decisions in educational

finance will probably be made in allocating a fixed amount of funds allotted

tO education to the different types of education--primary, secondary, junior

college, and higher education--rather than the actual amount to be allotted

to all types of education. However, the latter is an important question

also, and can be answered with rates of return analysis although with less

confidence than the intra-educational allocative questions.

The Empirical Evidence on Rates of Return

Internal Rate of Return

The above qualifications and possible biases should be kept in mind

when one examines the empirical evidence on rates of return analysis. The

first major attempt at estimating the rate of return to education was made

by Gary Becker. 75
For White males, Becker calculated an internal rate

of return to college graduation of 14.5% in 1939, and 13% in 1949. Becker

is much less sure about the social rate of return, but he sets a lower and

upper band of 13% and 25% to the White-male 1939 cohort. 76 Becker calculated

a significantly higher internal rate of return to high school graduates,

28% in 1958. Becker's full results are tabulated in Table I.
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TABLE I

Private Rates of Return From College and High-

School Education For Selected Years since 1939

(per cent)

Y..ar of Cohort College Graduates
(1)

High-School
Graduates

(2)

1939
1949
1956
1958
1959
1961

14.5
13 +
12.4
14.8

slightly higher than in 1958

16
20
25
28

Source: Gary S. Becker, Human Capital: A Theoretical and Empirical

Analysis, with Special Reference to Education (New York:

Columbia University Press, 1964), p.128.

The return to private physical capital in the United States economy

has been estimated at between 10 and 15%.
77 This is after deduction of

corporate income tax, but before personal incame tax. The evidence indicates

that investment, especially through the high school years, compares favorably

with investment in physical capital. It is also important to note the sig-

nificant uptrend in the return to high school.

Several other independently derived estimates for college and high

school should be mentioned because they use different techniques, data

sources, and years. According to Schultz, Giora Hanoch has the best earnings

profiles naw available.
78 Hamoch, using 1960 census data, calculated rates

of return of 18% to high school, and 10% to college, which he reduces to

16% and 9.6%, respectively, when adjusted for ability and demographic vari-

ables.
79 W. Lee Hansen, using 1949 data, estimated rates of return of 15.3%

and 11.6% for high school and college, respectively." Differing fram the

47
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above estimates in using a longitudinal case study method, Daniel Rogers

presents slightly conflicting estimates.81 Rogers feels that his longi-

tudinal method, which is a follow-up study on 1,827 males, who took in-

telligence tests in the 8th and 9th grade in eight high schools in

Massachusetts and Connecticut in 1935, is far superior to the usual cross-

section method. He is also able to control for many more ability character,

and demographic variables than previous studies. One problem with his

study is that he may have a biased sample, because the sample includes

mainly prep schools and academic high schools, which are in only one area

of the country. Rogers' results are reproduced in Table II.

TABLE II

Estimates of Internal Rates of Return
to Investment in Education

Rogersa
Unadjusted

From Grade 8 to Grade 12 9.13a

From Grade 12 to 4 yrs. Col. 14.15

Adjusted

6.7a

8.9

aPrivate rates of return before tax for white males. In each
cell, the first figure is for high cost and the second for low
cost education.

Source: Daniel C. Rogers, "Private Rates of Return to Education in
the ihnited States: A Case Study," Yale Economic Essays, Vol. 9,
No. 1, (Spring, 1969), p. 124.

Rogers' main conclusions are that: "Expenditure on education appears

to be a viable investment for all levels through college graduation," and

"That education pays off for all people about equally well, regardless of

intelligence (at least within wide limits)."
82
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Finally, there is a very recent study by Thomas Johnson which uses

Hanoch's data but uses a model of investment behavior that assumes that

the individual is making continuous decisions as opposed to Becker's

discrete model of income generation.
83

Further, Johnson's model'uses non-

linear estimating techniques and accounts for the depreciation of human

capital and the autonomous growth in earnings over time. For White males

in the North, the calculated rates of return were 21% and 16% to high school

and college, respectively, generally higher than previous estimates, including

Hanoch' s.84

The major conclusion from all these studies is that at least for

White males, high school graduation is definitely a good investment, while

a college degree is certainly competitive with alternative physical capital

investments. When one considers that the evidence indicates that the social

rate of return is likely to be higher than the private rate of return,

especially for high school, these conclusions are reinforced. It should

be noted that most studies have at the same time shown much lower rates

of return to graduate education. The rates are low enough in some

cases, to call into question the desirability of manding graduate edu-

cational investment. Hunt and Rogers independently estimate the private

rate of return to a second degree from zero to 6%, while Johnson's estimate

is 10%.
85

A study by Ashenfelter and Mooney, using a follow-up questionnaire

on Woodrow Wilson Fellows, provides estimates of rates of return to different

types of Ph.D.'s in the range 5 to 112.86 Of course, their sample probably

biased the rates upwards. In contrast to these estimates, Schultz calculated

rates of return to graduate education at about 15%, although he counted

graduate stipends as earnings (for which practice he attempts to make a case).
87
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The conclusion with regard to graduate study must be that any more than the

current level of investment in graduate education is questionable. Because

the social rate of return is not likely to be higher than the private rate

and may even be lower due to the states' paying a larger share of the costs,

including some of the student's opportunity costs, and, due to the fact

that externalities are probably less important, the conclusions, based on

the private rate of return analysis, are reinforced.

The pattern of rates of return falling with higher levels of education

continues at the junior high and elementary level. Schultz and Nanoch's

estimates for the return to elementary school range from 35 to 100%, while

Johnson's estimate for the return to junior high school is in the 20 to 25%

range.
88

And again the biases discussed in the early part of the paper

indicate that the social return is apt to be much higher.

The estimates of returns to education range from a high of 100% for

elementary school to a low of zero for same types of graduate education

and the pattern of a falling rate of return appears to hold at each level

of additional schooling. The implications for policy makers are that

relatively more funds should be devoted to the lower levels of schooling

than are now being allocated.

Discrimination and Rate of Return Analysis

Another area where rate of return studies have given economists insights

is the problem of discrimination. Rate of return studies for Blacks and

Whites have been attempted by manY econamists starting with Becker. Becker

concluded that the return to college for Black males in the North was 8.3%,

while it was 12.3% in the South.
89

This compares with 14.5% for White-urban

males. The best study on comparative rates of return for Blacks and Whites

50
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has been done by Johnson. His procedure allows him to make rigorous statis-

tical tests of equality of the various rates of return. At the .01 level

of probability, the hypothesis that the White rate of return in the South

to high school, which is 17%, is equal to the non-White rate, which is 13%,

must be rejected. A 97. return to Southern Whites attending graduate school

is significantly different (in the statistical sense) from the 57, return to

Southern Blacks. However, a 19.6% return to Southern Whites graduating

from the 8th grade is not "significantly" different from the 18% return

for non-Whites.
90

The explanation for the difference which was given by Becker is that

discrimination is more significant in jobs requiring higher amounts of edu-

cation. Here is a case where the rate of return analysis oes point out

an imperfection in the market structure, but in this case, one that is not

easily amenable to economic solution. If discrimination in jobs, and, per-

haps, in quality of schooling (not reflected by lower costs), is the main

explanation,then the social rate of return for Whites and non-Whites may

be more nearly equal than the internal rate of return. This means that

although.non-Whites may be getting a correct signal from their own point

of view, it is not the correct signal from a societal point of view. A

strong case, on strictly economic grounds, can be made for compensatory

educational programs for non-Whites at all levels of schooling, and for

special programs that encourage non-Whites to pursue additional years of

schooling that they would not otherwise undertake.

The order of magnitude of the dead weight loss to the U. S. economy

of past and present school and employment discrimination against Blacks

can be estimated with the help of recent data published in the American
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Economic Review by James Gwartney. Gwartney attempts to explain the income

differential in 1959 between Whites and non-Whites by estimating what the

income differential would be if non-Whites had the same quantity of education

in terms of years, the same scholastic achievement as measured by the Coleman

Repert, and the same state, rural-urban, and age distributions as the White

population. He found that the unadjusted non-White to White income ratio

would rise from about 58% to 84%, leaving 16% explained by employment dis-

trimination.
92

In terms of 1960 national income, this amounts to $7.125

billicn.93

However, this is not the only source of economic discrimination since

the quality of education received by Blacks has certainly been lower94

while the motivation to continue schooling, and indeed to learn, has been

stifled by the knowledge of low rates of return and future job discrimina-

tion. Thus, one can argue that the lower quantity and quality of education

received by Blacks ultimately has its cause in discrimination. Adding the

loss due to lower quantity and quality of education adds $4.5 billion and

$7.125 billion, respectively, to the dead weight loss of discrimination

bringing the total to $18.75 billion. In terms of 1970 GNP, this total would

have doubled to $37.5 billion, assuming there has been no significant

progress in fighting economic manifestations of discrimination? 5 The costs

of providing increased quantity and quality of education to Blacks should,

of course, be subtracted from this estimate but given the new phenomenon

of unemployed teachers and unused capacity, the social costs of employing

unemployed teachers would be quite small, and therefore, the gross social

gains of $37.5 billion would probably only slightly overstate the net social

gain.
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Hansen, Weisbrod, and Scanlon have recently published a study on thc.

relationship between schooling and earnings of low achievers.
96

They used

a sample of 2,400 men who had failed to pass the Armed Forces Qualification

Test (AFQT), and attempted to "explain" earnings, using regression analysis

with various independent variables, including years of schooling, AFQT scores,

training and several demographic variables. The authors concluded that

learning, as measured by AFQT scores, was more important in explaining

earnings for low achievers than simply staying in school. In their words:

They [law achievers] are unlikely to benefit financially
unless an attempt is made to insure that they learn in school
rather than merely attend school, and that they are not deprived
of other valuable opportunities, such as training programs to
enhance their earning power.97

To fit this in with the findings on rates of return, it appears that

the increased resources that should be invested in primary and secondary

education should be allocated to increase quality, rather than quantity, so

that attending school can be made a more meaningful "learning" experience

than it appears to be now, especially for law achievers.

The Return to Increased Quality

There is specific rate of return evidence on the effects of increasing

the quality of education. Quality of schooling can be increased by paying

higher salaries and hiring better teachers or improving the physical plant.

One estimate cf the return to paying teachers (elementary and high school)

higher salaries in rural and farm areas made by Welch is between 23 and 26%."

Many studies have also examined the link between the quality of school inputs

and the output of schooling as measured by verbal achievement scores. This

is the problem of estimating the so-called educational production function.99

Because these studies do =estimate the retut.., to improved quality of inputs,
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they cannot be used to determine the amount of resources that should be

allocated to edcation in general or among different levels of education.

Once rate of return analysis has established that more funds should be

allocated to a given type of educational investment project, the educa-

tional production functions studies can be used to determine how the funds

should be allocated among the various inputs. Rate of return analysis can

be fairly easily combined with production function studies once the link

between higher verbal score and earnings is estimated.

Because estimating educational production functions is in its infancy,

most studies stop with verbal scores as a measure of output. Here is

another area where further work needs to be done. H. M. Levin, in writing

a summary of the literature in this area, concluded that the one clear finding

that stood out in almost all the studies of this type was that teacher salary

levels and student achievement showed a positive and statistically signifi-

cant relationship when other measurable influences were Leld constant.100

The assumption, of course, is that higher teacher salaries mean better teachers.

Levin himself has found that obtaining teachers with higher verbal scores is

five to ten times more effective per dollar in raising student verbal scores

than obtaining teachers with more experience.
101

Educational Investment and Economic Growth

To this point, we have concentrated mainly on the allocation and dis-

tributional aspects of educational investment. We now turn to another way

of evaluating educational investment. How does education influence the size

of a nation's output? This is the general question to which we devote the

remainder of this report.



-52-

Factors in Economic Growth

Economic growth may be regarded as increasing total national product or

as raising future output, although any reasonable concern for economic growth

must be ior increasing per capita real income over time.102 Increasing national

product requires either (1) some addition in the quantity of productive

resources, (2) some improvement in the quality of given resources, or (3)

some more effective method of utilizing given resources. Since land is

assumed to be fixed in quantity, this means that increases in total national

product may be due to the use of more or better labor, the use of more or

better physical capital, or more efficient use of labor, materials, and machines.

The luantity of Productive Resources

The use of more labor may contribute to an increase in per capita national

product only if the ratio of working to nonworking people increases.103 This

ratio depends in turn on many factors, such as the age composition of the

population, the labor force participation rate, the employment rate, and the

length of the work week. Education may influence (either postiively or nega-

tively) all of these factors, particularly the labor force participation rate.

In a study of the census weeks of 1940, 1950, and 1960, Bowen and Finegan

recently showed that education is associated positively with the U. S. participa-

tion rate. 104 In Table III, the 1960 labor force participation rates for males

between the ages of thirty-five and fourty-four are shown to increase from

67.2 percent for those with no schooling completed to 98.7 with sixteen years

completed. For less than twelve years of schooling completed, the labor

participation rates are shown to decline between 1940 and 1960. TWO important

factors may explain this trend: (1) the increased industrial recognition of

certification norms, and (2) the effective expansion of compulsory schooling,
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The reason seems evident for the strong, positive relationship between

education and the labor force participation rate. By staying out of the

labor force, the more educated person has more to lose economically than a

less educated person. Generalizations can be hazardous, however. In pre-

dominantly agricultural countries, for example, participation in the la',or

force may often be associated negatively with education. In short, an

educated person may refuse to do agricultural work because he is "above"

working as a common laborer, but he cannot be absorbed elsewhere in an

economy which does not provide any alternative job opportunities.
105

"Overeducated" unemployment may also occur in highly industrialized societies

which have produced too many Ph.D.'s, for example.

TABLE III

Schooling and Labor Force Participation:
Males 35-44, Census Weeks of 1940, 1950, 1960

Males 35-44 by years
of school completed

Labor Force Participation Rate
1940a 1950 1960

0 77.7 (0.5 67.5

1-4 91.3 91.9 87.1

5-7 93.4b 93.8 91.4

8

9-11

95 .4b

96.1

95.6
96.2

94.4
95.9

12 96.3 97.0 97.7

13-15 96.2 96.6 97.7

16 97.3c 97.7c 98.7

17+ 98.6

Total 94.8 94.6 95.6

Source: Bowen and Finegan, The Economics of Labor Force Participation,

p. 60.
aThe participation rates in the 1940 column are for native-born
whites only.
bIn 1940, data was reported for 5-6 and 7-8 years of school completed.
cThe 1940 and 1950 reports did not give separate labor force estimates
for persons with 17+ years of school completed.
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Basically, the use of more physical capital depends on the saving and

investment decisions of an economy. Bringing about an increase in the quan-

tity of physical capital calls for the diversion of current resources away

from consumption now and consumption in the future. As such, these decisions

would be made on the basis of comparisons between individuals' (time) preference

for present versus future goods and the productivity of the investment in

raising future output. By aggregating all such individual decisions, the

growth rate of the economy is determined. This process is referred to as the

competitive determination of an economy's growth path.

This "classical" microeconomic version of economic growth focuses, there-

fore, on bringing about an increase in physical capital and discovering more

effective ways of using given resources. Two serious challenges have been

levied at this version. The first challenge to competitive determination

of economic growth came initially out of the work of John Maynard Keynes

and others who were instrumental in imposing a new paradigm on the dis-

cipline during and particularly after the Great Depression.
106 Particularly

on the basis of work by Harrod and Dcmar, the nature of this challenge was

that, because of the unemployment of resources, the aggregation of individ-

ual decisions may lead to a growth rate which is unsatisfactory.
107

The second challenge to competitive determination of the growth rate

grew out of the "externalities" discussion. Not all of the benefits or

costs of some growth-related activities may accrue to the individual(s)

concerned. Accordingly, the decision would be based on incomplete social

data, which is to say that social evaluation of costs and benefits might

result in either more or less economic growth. In the 1930s, the argument

was that private decisions result in too little growth because of defective
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"telescopic" faculty. 108
In the 1970s, however, there is increasing consen-

sus that private decisions may result in too much growth.109

In any event, although education may influence both saving and invest-

ment decisions, the influence may be either positive or negative. Even so,

the influence is likely to be too slight and indirect and slow to be taken

Into account in educational planning. 110

The Quality of Productive Resources

In the 1950s, evidence began to accumulate that quantity changes in labor

and capital were by no means as dominant or even as significant as had been

thought earlier by most economists.111 There was a large "residual" of growth

that could not be explained statistically in terms of the usual inputs. Eventu-

ally, it became clear that the residual was greater as the growth rate was

larger, i.e., the conventional models worked well only when there was relatively

little growth to be explained. 112
Although factors of economic growth other

than quantity changes in labor and physical capital had long been recognized,

the size of the residual was surprising. 113

The residual was attributed to technical change, technological progress,

or to the increased "productivity" per unit of input employed. (Modern large

scale research is now highly organized and is shifting some of the emphasis

to "research and development,"-which of course has many links to education.)

It was understood that technological progress (or research and development)

had the effect of promoting a change in the quality of capital inputs employed,

which in its turn aided in promoting the rate of economic growth. 114

Education may have some effect on the use of better physical capital.

Machlup, for example, mentions that education may train people who then will

have the capacity for research and development. Also, education may serve
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to make people more capable of using improved machinery as well as more

alert to and interested in its availability and use.
115

A logical extension of the idea of a change in the quality of physical

capital was to apply it to labor. As a matter of fact, the aforementioned

residual of unexplained economic growth once was referred to as the "human

factor." Although the literature of the 1950s did not develop exhaustively

the possible ways in which education could affect the contribution of labor

to output, it was ft:11y recognized that the rate of growth could be increased

not only by increasing physical capital but also by a conscious effort to

improve the quality of labor through education. This soon led to attempts

to identify and to, measure the influence of education on the contribution

of labor to economic growth.

Obviously, it is with regard to improvements in the quality of labor

that education can make its most direct and significant contribution to

economic growth.
116 Machlup lists five positive effects which may be expected:

(1) better working habits and efforts, greater discipline and reliability;

(2) better health through more wholesome living; (3) improved skills and

efficiency, better understanding of work requirements; (4) prompter adapt-

ability to changes; and (5) increased mobility to more productive occupa-

tions when opportunities arise.
117 In addition, economic growth may be

affected simply by improving the allocation and use of given resources.

For example, Denison found for nine countries (including the United States)

that thiv had an excessive allocation of labor to agriculture. National

product and national product per employed person was smaller, in other words,

than these could have been wlth a smaller percentage of the labor force

allocated to agriculture and a larger proportion to non-farm production.118

Most of these ways have little or nothing to do with education.
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Mystery of the Econometric Residual

Studies of the sources of or contributions to economic growth usually

begin by trying to measure the effect on national income of increments in

resources and of improvements in their quality and use. The part of an

increase in national income that is not "explained" statistically by incre-

ments in labor and physical capital is called the "residual." In the early

literature, the residual was considered simply as technical progress, and

the studies ended there. Other studies began to dissect the residual. 119

"Embodimene' models developed by Robert Solow and others tried to separate

the part of technical progress that was "embodied" in newer capital from the

part "disembodied" in more efficient production processes and more efficient

use of resources. 120 Other studies, such as the pioneering one by T. W. Schultz

and those of E. F. Denison, tried to disaggregate the contribution of educa-

tion.

Stock of Education

T. W. Schultz compared real income in 1929 and 1957 and calculated the

portion not "explained" statistically by increments of labor and physical

capital.
121

He then compared the "total value of the stock of education" in

1957 with that of 1930 and separated the increase in the stock of education

into (1) the part invested in the increased labor force necessary to give

each worker the average education of 1930, and (2) the part ("stock of edu-

cation added") invested in raising the educational level of the average

worker.

Schultz applied this method to the longer period of 1900 to 1957 and

found that the stock of education has risen from $63 billion in 1900 to

$535 billion in 1957 (both series measured in 1956 schooling costs).
122
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These stocks were equivalent to twenty-two percent and forty-two percent,

respectively, of "non-human reproducible wealth" in the same years.123

Clearly, educational capital could be a significant factor of.production,

and Schultz's study indicated it was becoming relatively more important.

For example, the stock of education in the labor force rose over the period

by eight and one-half times, wherer.s physical assets rose by only four

and one-half times.

The most basic idea advanced by Schultz was that investment in educa-

tion has yielded a return in the form of a faster than otherwise rate of

growth of national income. The idea itself has been accepted widely by

economists and is not in question at this time. On the other hand, there

have been warnings about the numerical results ranging from arguments that

the empirical evidence is too meager to support the large amount of theori-

124
zing to suggestions that Schultz's estimates should be interpreted with

care.
125 Despite misgivings about the methodology and data, however, no

serious doubt has been cast on the theory itself, and the concepts developed

by Schultz have been accepted as clearly relevant to the analysis of the

growth process.

Education and the Level of Output

The next logical and impertant step in this approach was to measure the

contribution which changes in the quality of labor have on the level of output.

The most ambitious and comprehensive treatment of this aspect is that of

Edward Denison, who attempted to assess the contribution of education to

economic growth by using the incomes of the educated as an indicator of

the returns to education.
126

Denison's first study dealt with the period 1909-1957, which he separated

into two periods, 1909-1929 and 1929-1957. He estimated the growth rate in

C If
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real national income to have been 2.82 percent annually during 1909-1929

and 2.93 percent annually for 1929-1957. Denison estimated the sources

of this growth as follows: (1) additions to the stock of physical capital

were estimated to have accounted for 0-73 and 0.43 percentage points,

respectively, for the two periods; (2) changes in the labor force contributed

1.53 and 1.57 percentage points, respectively, made up of both quantity and

quality changes; and (3) the major quality change in labor was education,

which contributed 0.35 and 0.67 percentage points, respectively. Changes

in both capital and labor accounted for growth rates of only 2.26 and 2.00

percent, respectively, however, leaving unexplained sizeable residual "pro-

ductivity" increases of 0.56 percent and 093 percent. Even so, Denison

estimated that education was a significant source of economic growth, accounting

for twelve percent of total growth in the first period and twenty-three percent

in the second period. 127

A later study by Denison dealing with the United States and eight

western European countries for the period of 1950-1962 showed sharply differ-

ent results. In Table IV, column 4, it can be seen that only for three

countries, United States (0.49), Belgium (0.43), and Italy (0.40) did educa-

tion account for as much as 0.4 to 0.5 percentage points in national income

growth per annum. And only for three countries, United States (fifteen per-

cenc), Belgium (fourteen percent), and United Kingdom (twelve percent) did

education account for as much as ten percent of the total growth rate (see

column 7). Only two percent of Germany's total growth is attributed to

education. Again, it is all too apparent that it is easier to "explain

little growth than much growth.
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Denison's calculations have been highly controversial, and acceptance

of them seems based on attitudes toward the validity of his measurement pro-

cedures.
128

Objections have been levied at everything from an alleged mis-

application of the marginal productivity theory of income
129 to an alleged

arbitrariness in ullocating increased earnings accounted for by ability and

by education. 130 Several observations seem warranted. First, those econo-

mists who tend to accept Denison's results as a first approximation (except

for detail and misleading claims of accuracy) are generally those who accept

the validity of the connection between income shares and marginal contribu-

tions to output, and those who do not accept his results even as first

spproximations are those who deny the applicability of the connection. Second,

it seems clear, if Denison's results can be accepted with caution, that the

part played by education can vary widely from time to time and from country

to country, regardless of the rate of economic growth. Finally, a large

proportion of growth remains unexplained. From Table IV, for example, it

can be seen that two-fifths to three-fourths of national income cannot be

explained (see column 8). We are still at a loss to explain the real dynamics

of economic growth, and the specter of an uncomfortably large residual persists.

Education and Economic Growth: Some Unanswered Questions

Obviously, much remains to be done in identifying and measuring the

sources of economic growth and the influence of education on the contribu-

tion of labor to economic growth. Three examples may be cited as being

particularly in need of serious study -- study which could contribute worth:-

while inputs to policy makers.

1. Education Mix: Mary Jean Bowman has stressed an idea which may prove

important in the education literature, namely, that studies to date have ignored

64
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the effect of distribution of educational attainment on per capita income.131

2. Skill as Adaptation and Innovation: Bowman ( t al)32), in particu-

lar, also has stressed for some time that the essence of growth is that it is

a dynamic process, and that the role of education in economic growth lies in

preparation for learning and adaptation in order to participate effectively

in that growth. It has been suggested that education, by raising the level

of adaptability, provides for a rapid diffusion of improved technologies and

may explain why th2 supply of and demand for college-trained persons have

moved together in the 1960's. In other words, technical change calls for a

relatively high level of rapid learning and adaptation, the capability of

which may be adduced by college certification or so it is held in the

"conventional wisdom." We need to test these hypotheses.

3. Productivity "Externalities": One source of imprecision in the

type of studies which have been undertaken to date is productivity "externali-

ties." In short, especially where production is the result of highly organized

human activity, the education of one worker may have favorable effects on the

productivity of fellow workers. Such "education" is not caught by measurements

of the Denison type.

Summary and Conclusion

Education clearly has important economic dimensions which render it a

proper subject for economic analysis. Theodore Schultz recognized this a decade

ago when he first began focusing attention upon the investment 'characteristic of

education. The widespread acceptance of this characteristic has resulted in the

kinds of economic research summarized in this report. Rate of return analysis,

benefit-cost analysis, and measurements of the impact on the incomes of particular
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individuals and the society as a whole are the main examples of this.

The policy implications are far reaching. If economic efficiency is truly

an important consideration in determining resource allocation in general and

specifically with education, then the findings provided by economists are crucial

to private and public decision making. The evidence suggests, for example,

that higher education shows a fairly stable pay-off over time of about 15

percent, which is very similar to the rate of return on investment in the

economy taken in its entirety. High School, on the other hand, appears to

show a rising rate of return since World War II, upward of 25 percent for

white males, while elementary schooling has been yielding well over 35 percent.

The comparison of the actual allocations with their respective rates of

return clearly indicates some serious misallocations in our economic society.

Permitting our human capital to deterioriate, maldistributing our educational

investments because of social and institutional practices and arrangements,

and especially overt and covert racial and sexual discrimination which results

in inferior schooling and inferior job opportunities -- all of these have dis-

torted our educational investment decisions. Hard data may help correct

these distortions resulting in redirections which would be not only more

efficient but also more socially desirable.

GG
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REVENUE LIMITATIONS RELATED TO ECONOMIC GROWTH

Particular Emphasis on Educational Programs

by

Irving J. Goffman and Frederick 0. Goddardk

Introduction

Since the end of World War II, state and local expenditures have

risen continuously and at a rate exceeding that of GNP or of Federal,

non-defense expenditures. In 1948, total state and local expenditure

was $17.7 billion while in 1968-69 it was $116.7 billion.1 Some of this

growth is due to inflation and population growth but even with inflation

taken out it represents an increase in per capita expenditures in excess

of 180 percent.2 The American public has demanded, and government has

provided, more and better education, highways, welfare, policq and fire

protection, and other public services: There is no reason to expect this

trend to abate. The President's Council of Economic Advisors projects a

growth of 26 percent in state and local expenditures by 1975.3 If such

growth is to continue, funds must be found to finance it.

State and local governments have five sources of funds for financing

specific projects: taxes, debt, intergovernmental grants-in-aid, user fees,

and reallocations from other projects. Debt and reallocations from other

government projects are not likely sources of finance for long run growth

of education expenditures. Debt has been and will continue to be an

important component of the financing of education, but debt is only a

postponement of payment and state and local governments need to be 3ble

to anticipate growing sources of other revenue if they are to use increas-

ing debt to finance immediate school expenditures. Reallocations from

other government projects seems unlikely in light of recent trends in

public concern for social problems such as pollution, poverty, law and



77

order, and transportation and urban redevelopment. At the same time the

public has become disgruntled over what is viewed as a deterioration of

quality and control in the schools and a lack of appreciation on the part

of students for educational opportunities already provided. In short,

education received much public attention and priority during the 1960's,

but it may not receive the same relative support during the coming

decade. Other social problems have come to the fore and non-educational

programs are becoming increasingly competitive for the limited revenues

of state and local governments.

If expenditures for education are to grow then, the revenues must

come from taxes, grants-in-aid, or user charges. Each of these is examined

in turn below.

Revenue Avallabilitz

Taxes are and will remain the primary source of revenue for state

and local expenditures. In 1967, 66.7 percent of total state and local

receipts were from their own taxes.4 State and local governments can

obtain the increases in tax revenues needed to finance growing expendi-

tures in two ways. First by increasing the applied rates for existing

tax systems and by introducing new tax systems, and second by having

tax systems that produce growing revenues as a result of growth in

national income. This second method of obtaining increased revenues

depends upon the income elasticity of a tax system. It will be seen

that while all taxes have some positive elasticity (that is, revenues

increase with increases in community income), few taxes have an elasticity

sufficient to assure the revenue growth needed to meet anticipated growth

of expenditures without new tax systems or tax rate increases.
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In considering increased tax revenues, whether from legislative action

or economic growth, it is not the direct increases in revenue from a

specific tax that is important, but rather the total, direct and indirect,

impact upon the government's revenues. It is possible, indeed probable,

that an increase in revenues for one tax system will lower the revenue

obtained from other tax sources. For example,, an increase in sales tax

revenues is in part oFfset by any deductions allowable in computing income

taxes. 5 In addition, a tax may, by its effects on incentive or mobility,

cause an unacceptably large excess burden upon the citizenry, that is, a

burden in excess of the immediate pecuniary burden of the levy. The most

important of these effects for state and local governments involves deci-

sions relative to the location of individuals and businesses. Finally,

the actual usable revenues obtained from a tax are reduced by the amount

that must be expended to administer the tax. ' This includes costs of

assessment, collecting, auditing and enforcement.

Property Tax

The traditional tax for support of education in the United States

is the property tax. In 1969, local governments received 86 percent of

their tax revenue from this source, and school districts received 99

percent of their tax revenue from property taxes.6 In many respects the

property tax is a good tax for local governments and thus for school

districts. This follows partly by default, since no other tax is readily

available to local overnments and other taxes, when imposed, tend to

have unacceptable excess burdens. Economists do not completely agree

upon questions of incidence of any tax, and the property tax is no

exception, but the evidence does not seem to show that the tax is overly

regressive, or indeed that it is any more regressive than any other tax
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than the personal income tax.7 The property tax also is a reasonably

stable form of revenue. This last feature is especially important for

local governments.

Nevertheless, there are several reasons why the property tax cannot

be expected to yield significant revenues for growth in gducational ex-

penditures. First, the very fact that this tax is so widely used means

that there remains less opportunity to capture revenues by broadening

its use. Secondly, in many communities, public opinion is very much

against any increase in property tax rates and recent years have seen

significant movements for relief from already existing rates. The reasons

for this movement are many and some of them, common to all taxes, are

covered in a later section. Two, however, are particular to the property

tax.

The property tax constitutcs a .high "excise" tax upon housing. Since

housing is widely conceived of as a "necessity" and the nation seems to

have a shortage of quality housing, many would argue that increased use

of the property tax will conflict with other national goals just as impor-

tant as education. A more serious objection is that property taxes have

an adverse effect upon the problem of the deterioration of the central

city. If slum areas are cleared, and modern facilities put in their place

the rise in property taxes can be so severe as to make the change unprofit-

able.

A final- and very important reason that property taxes are unlikely

to yield sufficient revenues to cover expected growth in local government

revenues, is that local governments are constrained in their use of any

tax by the threat of the relocation of individuals and businesses to

avoid the tax. Local governments are, of course, keenly aware of this
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fact. To some extent this problem is not quite as sezious for the prop-

erty tax as it is for other taxes. Individuals can buy outside local

jurisdiction to avoid a sales tax without losing the benefits of residence,

but this is not true of the property tax.

Sales Taxes

The sales tax is the primary source of revenue for state governments.

In 1970, this tax was used by 45 states containing 98 percent of the

nation's population. The sales tax yields about 30 percent of total

state tax revenues (but only about 4 percent of Local government revenues).8

Rates applied varied from 2 to 6 percent of sales.9 The sales tax has by

no means been as fully exploited as a source of revenue by the states as

has the property tax by local governments. Very considerable growth in

revenues is possible through this tax, although its potential lies almost

entirely at the state level. Thus if the sales tax is to be a source of

revenue for educational expansion, it must be through the medium of state

grants to local government.

The sales tax may meet equity standards better than the property tax.

Assuming that this tax is shifted forward, its burden lies on consumption

and is more likely to tax individuals according to their ability to pay

than is the property tax. It must be noted that this equity is between

individuals of the same income class. The sales tax does not necessarily

provide for more equity between income classes and is possibly more re-

gressive than property taxes.lo The sales tax can be made less regressive,

though not progressive, by such measures as exemption of food purchases.

These exemptions, however, can cause serious erosion of the taxes' ability

to provide increased revenues through edonomic growth and to reduce the

degree of neutrality of the tax system with respect to free market alloca

tion and consumer choice.

Q0
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The most significant constraint on the use of sales taxes is the

problem of mobility of consumers. If sales taxes in two adjoining

markets are significantly different, it can be expected that consumers

will shift their activities to the lower tax area. This expectation has

been supported empirically.11 Its most dramatic verification was the

instant development of widespread smuggling following an increase of

New York cigarette taxes in the 1960's. It is this constraint that pre

vents significant use of the sales tax by local government.

Personal Income Taxes

Like the sales tax, the personal income tax is more appropriate

for use at the state than local level of governm ent. The reasons

are much the same as those for the sales tax. The use of any tax is con

strained by threat of mobility, but there is no reason to believe that

current effective income tax rates in any state are anywhere near the

level that would cause serious problems. As of January, 1970, 41 states

were using the personal income tax, though only 37 were using it in an

effective manner. Local income taxes were significant in only 7 states.12

The personal income tax is potentially the most equitable tax source

for general revenues for two reasons: First, since its base is the com

monly accepted bases for ability to pay, equity between individuals within

an income group can be assured. Second, the degree of progressiveness is

easily established by alterations in the rate structure. Potential pro

gressivity of tax rates is not as important in a redistributative sense

as might be expected. Deductibility of state tax payments from the Federal

income tax base moderates considerably the overall progressive impact of

the tax. The use of progressive rate is a very important feature of this

tax, though, in that this can assure that the tax will yield revenue growth

83
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equal to or greater than growth in GNP. The income tax (including cor-

porate income) is the only tax that can (with properly designed rates)

thus assure the state of revenue growth sufficient to meet anticipated

growth of state expenditures.

Much has been made in the popular press of the argument that -states

cannot use the personal income tax because it has been "pre-empted" as

a tax source by the Federal Government.
Other than as a reflection of

voter attitudes, there is little in this argument. All tax payments

ultimately come out of income, and the burden of a given levy cannot be

made smaller by choosing some other base. Indeed the opposite is true,

since administrative costs and indirect excess burdens are higher for

all other taxes than for the income tax. This means that for a given

amount of net revenues, a state can impose a smaller dollar levy with

the income tax than with any other tax.

If the only factor that deterred states from utilizing the personal

income tax was the size of the Federal income tax, then one would expect

increases in state use of this tax following Federal income tax reform

or reductions. This has not happened. Reduction of Federal tax levels

does not appear to be a viable way of aiding state governments witil their

fiscal problems.

Corporate Taxes

Most states have some form of tax on corporations. In 42 states

this takes the form of a corporate
income tax, in three states a gross

revenue tax, and in two states an effective corporate franchise tax.13

Of all forms of tax on corporations, the income tax is by far the best.

It has many of the good features of the personal income tax and is, as

04
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indicated above, the only tax other than personal income that can have

a high income elasticity.14
Corporate franchise and gross revenue taxes

have little to recommend them. The incidence of.these taxes are diffi-

cult to predict, they are likely to generate bad incentive effects, and

their burden is likely to affect different firms in a highly capricious

manner. Current forms of these taxes are tolerable only because their

rates (and yields) are low -- but there is no reason for any additional

states to adopt them.

Other Taxes

The only other taxes at the state level that are productive of sub-

stantial revenues are excise taxes on gasoline, tobacco, and alcohol.,

The gasoline tax has been traditionally tied to trust funds for highwy

and street expenditures. Used in this way, this is a good tax in terms

of both equity and efficiency. While gasoline taxes can not be recom-

mended as a source of revenue for education or general expenditures,

some possibility does exist for releasing general revenues now spent

on highways through increased reliance on gasoline taxes for that purpose.

Tobacco and alcohol taxes impose large excess burdens upon users of

these commodities, but this is generally viewed as offsetting social

losses involved in the consumption of tobalcco and alcohol. These taxes

do not offer any promise of substantial new revenue because the rates

generally already approach levels yielding maximum tax receipts.

There is a great variety of other taxes in use by one or more of

the states. Some of these, such as intangible property taxes, have

nothing to recommend them under any circumstances. Others, such as in-

heritance taxes, taxes on special types of business (insurance, utilities),
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and taxes on paramutual betting, may usefully contribute to state policy

but are unlikely to be sources of substantial new revenue.

Grants-in-Aid

Federal grants-in-aid to state and local government have grown from

$1.1 billion in )946 to over $24 billion in 1970.15 In the past five

years, such aid has more than doubled (from $11.1 billion), but such

growth has not been projected through 1975. The President's Council of

Economic Advisors has projected total Federal grants-in-aid'of $30 billion

for 1976.
16

This represents a growth of 25 percent in the next five years

(This projection is in 1969 prices, and thus represents a real growth in

state purchasing power.) If the President's proposal for reform of

Federal aid to states is passed, states will have more freedom to deter-

mine the allocation of these funds. Whether this results in more or

less funds for education will depend upon state policy. One objection

to reliance upon grants-in-aid, currently argued by Representative

Wilbur Mills, is that it reduces accountability -- that is, the taxing

and spendi% agents are divorced and taxpayers have less control over

the use of their funds. This argument has some merit and is considered

in a later section.

State grants-in-aid to local governments have been increasingly

used to augment the limited tax capacity of local governments. This

trend can be expected to continue, but the extent of this aid is directly

related to the ability of state governments to obtain greater state rev-

enues.

User Charges

All levels of government have historically relied upon user charges

and fees to finance a great variety of government services. These vary
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from direct prices for sales of electricity, water, and bridge tolls,

through payroll withholdings for social insurance, to fees for licenses.

These user charges are highly recommended methods of obtaining revenue

in those cases where costs can be allocated to individual users. In such

cases the user charge promotes efficiency in resource use,and is widely con-

sidered to be the most equitable method of finance (on a benefit prin-

ciple -- individuals pay according to benefit received). Increased

reliance on user charges, where applicable, will release some funds for

more general expenditures.

Tuition

Tuition charges or other fees are used by all states for partial

financing of the costs of higher education. In recent years proposals

have been forthcoming for the use of tuition in elementary and secondary

education, but with the costs to parents offset in large part by tuition

vouchers from the government.I3 Since no support exists for the use of

tuition without compensating
vouchers, this can not be viewed as an alter-

native source of funds. Increased use of tuition for higher education,

with increased financial aid for needy individual students, could, however,

by reducing general revenue funds needed by colleges and universities pro-

vide for some diversion of these funds into elementary and secondary edu-

cation.

There is considerable merit in this proposal for increased use of

tuition for higher education. Quite aside from revenue gains, fundamental

equity questions are involved. Because of enrollment patterns, the bene-

fits of higher education accrue in large part to middle and upper income

groups. In higher cost educational programs (the prestige state univer-

sities, medical schools, graduate schools) this tendency is much more
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pronounced. Students from lower middle and lower income families are

conspicuously absent from precisely those schools that place the greatest

financial drain on state funds. Given the regressive to proportional

nature of state taxes, the overiAl effect is an educational subsidy of

rich families by poor families?. .8 The use of increased tuitions for higher

education would impose the costs of this service upon those who benefit

and release significant amounts for expenditure elsewhere -- perhaps

elementary and secondary education. Because only a minority of students

come from lower income families, these state funds released would be far

'greater than any sums needed to provide aid to qualified low income stu-

dents.

A final factor in considerations of reallocations of public support

for education involved the issue of taxpayer revolt. There appears to

be increased resentment among the rank and file taxpayers for their tax

dollars subsidizing apparently unappreciative and financially well-off

college youth. This is examined in a later section.

Increasin Revenue from Available Sources

The preceeding section showed that, grants-in-aid aside, any sub-

stantial increase in revenues for education must come from four tax

sources: the property tax at the local level, and the personal and cor-

porate income and sales taxes at the state level. Some, not insignificant,

revenues can be obtained through tightening up other tax systems and through

increased use of user charges, but primary reliance must be placed upon one

or all of these taxes. This section examines the possibilities of increased

revenues through these taxes. Also examined is the extent to which grants-

in-aid can be expected to stimulate local spending (as opposed to tax

relief).
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There are two ways by which increased revenues can be obtained from

property, sales ard income taxes. First, tax revenues will increase

for a given tax system with growth of the economy. Second, reform of

existing systems, including increases of current rates in some states

to levels comparable to those in other states can generate immediate and

very substantial new revenues. Each of these is examined in turn.

GNP Elasticities of Various Taxes

Formally defined the elasticity of a tax with respect to another

variable is the percent change in tax revenue divided by the percent

change in the other variable. The most common elasticity measure-

ment for taxes is income elasticity. If Ey is income elasticity,

then

E =
2:change in revenue from tax
%change in total income in state.

Alternatively, the percent change in GNP might be used in the denomina-

tor of the above equation. If income elasticity, Ey, is equal to one 9

then a ten percent increase in GNP would be accompanied by a ten percent

change in 1:ax revenue. An elasticity greater than one would indicate

that tax revenues would grow at a greater rate than GNP, thus if Ey = 1.2,

a ten percent growth in GNP would bring forth a twelve percent growth of

tax revenues.19 The tax elasticities may be calculated for either a spe-

cific tax or for the total state tax system. Since state expenditures

have been growing faster than GNP, it is necessary for the income elas-

ticity of the total state tax system to be greater than one if these

expenditures are to be met without rate increases or the introduction

of new taxes.

Other lzseful forms of elasticity estimates are per capita income

elasticity, population elasticity, and rate elasticity. These indicate
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the percent change in tax revenue brought forth by a one percent increase

in per capita income of the state, population of the state, and the legal

rate at which the tax is applied (An increase from a four to a five per-

cent sales tax would represent a 25 percent increase in tax rates.).

There has been a number of studies of tax revenues elasticities.

Table 1 reproduces part of a table of estimates published in 1965 by the

Advisory Commission on Intergovernmental Relations.2° Part of the reason

for a range of estimates is the problem of treating rate and base changes

during the observed period. Since 1965 further estimates have been made

using more sophisticated statistical techniques to handle this problem.

Income Taxes -- Robert Harris and Neil Singer have both estimated

income elasticities for the personal income tax in six stateS.21 Their

results are very close; Harris found an average elasticity of 1.82 and

Singer 1.78. The lowest estimate was for Delaware (1.2) and the highest

estimate was for Arkansas (2.4). One would expect th4.0 variation in the

income elasticity of personal income taxes since elasticity depends upon

the degree of progressiveness of the rate structure and this varies widely

among states. Selma Mushkin and Gabrielle Lupo found the GNP elasticity

of personal income taxes to be 1.7 and the income elasticity to be 1.8.22

These results all point to the "high" estimate in Table 1 as being more

nearly correct. Mushkin and Lupo estimated corporate income tax GNP

elasticity at 1.3, again supportilg the "high" figure in Table 1.

Property Taxes -- Estimates of the income elasticity of property

taxes have varied from as low as .22 to as high as 1.3. The reason for

this is that assessed values may not keep up with increases in market

values. Short term elasticities, then, wiLl be low. It is the longer
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TABLE 1

GROSS NATIONAL PRODUCT ELASTICITIES

OF THE MAJOR CATEGORIES OF

STATE GENERAL REVENUE

Revenue Source
Elasticity Estimates

Income taxes

Low Medium High

personal
1.5 1.65 1.8

corporate
1.1 1.2 1.3

Property taxes
0.7 0.9 1.1

Sales taxes
general

0.9 0.97 1.05

motor fuel
0.4 0.5 0.6

alcoholic beverages
0.4 0.5 0.6

tobacco
0.3 0.35 0.4

Source: AdNsory Commission on Intergovernmental Relations, Federal-

State Coordination of Personal Income Taxes (Washington:

11::;S. Printing Office, 1955), p. 42.
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term growth potential that is of interest here, so only those elasticity

estimates designed for the long term are relevant. Mushkin and Lupo

estimated GNP elasticity of the property tax to be one if the lag in reas-

sessment observed between 1956 and 1961 continued, and 1.2 if this lag

is eliminated. Again the results of their study support the "high" esti-

mates in Table I. The GNP elasticity of property taxes does vary between

states. Mushkin and Lupo obtained a low estimate of 0.7 in South Dakota

and a high estimate of 2.2 in Oklahoma for residential property. This

variation is due to many factors some of which are variations in the

efficiency of reassessment, variations in population trends, and varia-

tions in types of local economy.

Sales Taxes -- In the case of sales taxes Mushkin and Lupo obtained

results that are between the "medium" and "high" estimates of Table 1.

They found the income elasticity of general sales taxes to be one, and

the income elasticities of specific excise taxes to be, for motor fuels

and for alcohol, 0,6, and for tobacco products, 0.5.

Some conclusions can be drawn from the preceeding analysis. Studies

undertaken since the data in Table 1 was compiled seem to indicate that

the "high" estimates in that table are more nearly correct. Using these

estimates then it is clear that local governments and school districts,

since they must rely almost entirely upon property taxes, can finance

their expenditures without rate increases or outside aid only if their

2aPnditures grow no faster than GNP. This condition is very unlikely

to be met. We can expect, therefore, that local governments, in the

absence of sufficiently increasing grants-in-aid, will have to go to the

voters for rate increases on a continuing basis.
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State governnents will be able to finance growing expenditures with-

out increased tax rates or Federal aid only to the extent that use of the

personal income tax increases overall tax incane elasticity to a level

equal to the income elasticity of state expenditures (including state

grants-in-aid to localities). The GNP elasticity of total state and

local expenditures from 1965 through 1969 was 1.56. If the GNP elastic-

ity of all other state revenues was one (it is actually less than one),

state governments would have to collect over 60 percent of their total

tax revenues from the personal income tax in order to have an overall

revenue elasticity of 1.56. In fact only about nine percent of total

state and local revenues exclusive of Federal aid was collected frcxn

the personal income tax.
23

Revenue Potential of New Taxes

By no means can it be said that the states are currently taxing at

their maximum ability. As indicated above localities because of problems

of tax competition and mobility probably do not have much room for ex-

pansion of tax bases or for rate increases. This is not the case for

states. States do not have nearly the constraints from tax competition

or mobility that localities have. And, in general the states have not

exploited the tax opportunities available to them. It has already been

stated tha t thirteen states make no effective use of the personal income

tax; most of the others could considerably expand revenues from this

source through reform and rate increase. In 1969 only 25 states had a

24
tax rate for the top incane bracket that was six percent or more.

Of the 45 states that have a sales tax, only 21 apply a rate of

four percent or more to the sales base, and only eleven have a sales tax

25

system that collects as much au 2.5 percent of the state's personal income.

2)3
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Six states have sales tax rates of five percent and one has a rate of

six percent. The experience of these states does not suggest measurable

economic disturbances from these rates. John Due estimated that if

all fifty states would adopt a broad-based state sales tax of five percent,

their total revenue based on 1969 figures would increase by $10.3 billion

(actual sales tax revenues in 1969 were $12.2 billion). This represents

about a 90 percent increase in revenues from this source.

Table 2 reproduces Due's table summarizing his estimates.26 Due

recommends that, in addition to increasing rates to five percent, the

tax be applie4 to consumer services and all food and clothing exemptions

be eliminated. This last would be partially offset by allowing a refund

tn lower income families through the state income tax system. If all his

recommendations were adopted, including a recommendation that local sales

taxes be replaced by state grants, total state and local revenues from

the sales tax would still increase by more than 70 percent.

Due has also estimated the increase in revenue obtainable from

broadening the personal and corporate income tax systems. For the per-

scnal income tax, "If the Oregon levy is taken as a model, with rates

from 4 to 10 percent and exemption of $600 per person, the states as a

whole would obtain $20.1 billion from the tax instead of the present 7.6

billion...."27 This represents a 164 percent increase in revenues from

this source. One must keep in mind that because the state tax is deduct-

ible fran the Federal tax base, a 4 to 10 percent state rate, while

collecting considerable revenues, will not impose a corresponding burden

upon state citizens. For the same reason, progressive rates, while in-

creasing the GNP elasticity of the tax, will not impose a correspondingly

larger burden upon higher incane groups.
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TABLE 2

SUMARY OF ESTIMATED ADDITIONAL

REVENUE FROM SALES TAXES

Millions of Dollars

Total Sales Tax Revenue
1969 fiscal year

$12,296

Additional Revenue:
From increases in state sales tax to 5% 6,350

From extention of tax to consumer services 1,600

From elimination of food and clothing exemp-

tion
2,390

Total
10,340

Additional Gain from Each 1% of Tax Revenue:

With existing coverage
3,700

With elimination of food and clothing and

taxation of consumer services 4,500

Possible Offsets:
Elimination of local sales taxes 1,300

Establishment of credit for sales tax paid

on minimum expenditures against income

tax liability, at $10/person, United to

lower incomes
250

Source: Based on data in U. S. Bureau of the Census, State Tax

Collections in 1969.
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Due also recommended "Establishment of the corporate income tax in

those states not now using it, replacing capital stock and gross receipts

taxes where these are used " and "use of a rate of perhaps 7 percent in

those states now using lower figures. These two changes would add about

$2.5 billion to state tax revenue."28 This would almost double current

revenues frail corporate taxes.

There is considerable room for growth, then, in the state tax sys-

tems. If all of Due's recommendations were in force, state and local

government could have collected $23.8 billion more in 1969 than the $114.6

actually obtained. This represents an amount equal to more than half

the total expenditures on education in 1969, and a 20 percent increase

in total revenues from all sources. In addition the uniform adoption

of broad-based income taxes and elimination of sales tax exemptions

would significantly increase the GNP elasticity of total state tax systems.

A study by John B. Legler and Perry Shapiro produced evidence that

supports Due's recommendations. 29 Legler and Shapiro regressed the total

tax revenues of eight states on eight independent variables. These were:

the tax rates for sales, motor fuels, alcohol, tobacco, and personal and

corporate income, state income per capita, and state population. One of

their results was quite interesting. The population elasticities for

those states with a food exemption for the sales tax was quite lower than

for states without food exemptions (an average population elasticity of

1.25 versus 2.68). This seems to indicate that states with high popula-

tion growth would be well advised to follow Due's recommendation of

eliminating food exemptions. It is precisely the states with high popu-

lation growth that are experiencing the greatest needs for growth in
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government expenditures. In addition, there is no particular connection

between population growth and growth in per capita income so that the

needed revenue will not necessarily be forthcoming from other sources.

Grarts-in-aid

The President's Council of Economic Advisors projects a 34 percent

growth in real GNP and a 25 percent growth of Federal aid to state and

local government between 1970 and 1976.
30

If this projection is accurate,

it forecasts a tapering off of the growth of Federal aid to state and

local governments. There is no way to predict with confidence future t

trends in grants-in-aid given their political determination. Some em-

pirical evidence does exist, however, concerning the effectiveness of

grants-in-aid as a device to stimulate spending at lower government levels.

Statistical studies in 1942 found that 72 percent of the variation

in state and local expenditurescould be explained by differences in

three factors -- population density, percent of population in urban areas,

and per capita income. By 1957 these three factors explained only 53

percent of the variation.
31 Seymour Sachs and Robert Harris discovered

that by adding grants-in-aid to the statistical determinants 87 percent

of the variation was explained.
32 Clearly, grants-in-aid have a signifi-

cant impact upon expenditures. But these results do not indicate clearly

the amount that total expenditures will increase for a one dollar increase

in aid from a higher government level. Such information is conveyed by a

stimulation coefficient.

A stimulation coefficient is the amount of the induced increaee in

expenditures per dollar of aid. If this coefficient is greater than one,

then a dollar of aid brings forth more than a dollar of expenditures and

the aid can be said to have stimulated additional effort at the lower

9'7
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governmental level. If this coefficient is less than one, then, al-

though some additional expenditure was generated, part of the aid was

used for tax relief and no stimulation was present.

Jack Osman attempted to estimate the degree of stimulation of Federal

aid to state and local government for 1960. Table 3 presents a summary of

Osman's results.33 It is immediately apparent from this table that for

all functions direct aid did stimulate state or local government effort.

This stimulation was greatest for direct aid to education ($4.11 of

additional state and local effort for each $1.00 of Federal aid) and

lowest for highways and public welfare ($0.37 of extra state effort).

Expenditures on education were al:o stimulated by Federal aid to non-

educational functions: A dollar of non-educational aid was accompanied

by a $0.33 increase in expenditures on local schools. These results

must he highly satisfying to those who wish to stimulate education ex-

penditures through Federal activity.

These results have not gone unchallenged. George Bishop studied

the effects 3f state aid to local_ school district,:i in six New England

states. He found that in every case a dollar of state aid brought forth

less than a dollar of increased expenditure. Thus, the local school dis-

tricts were using part of the state aid for tax relief and their local

effort actually decreased. The degree of reduction in local effort

varied from $0.20 per dollar of state aid in Massachusetts to $0.60 per

dollar in Maine.34

David Smith, using much the-same type data as Osman, but for 1965,

obtained results that are rather the opposite of Osman's findings.35

Smith's results are summarized in Table 4. Notice that the coefficient

for education, though positive, is not statistically significant. Thus

(38
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TABLE 3

STIMULATION COEFFICIENTS FOR FEDERAL AID

TO STATE AND LOCAL GOVERNMENT,

OSMAN'S RESULTS

Function

Amount of expenditure increase on a

function per dollar of aid:

Direct to function to all other functions

Total General 1.93 N.A.

Total Education 5.11 0.51

Local Schools 2.70* 0.33

Higher Education 2.59* 0.14

Highways 1.37
**

Public Welfare 1.37
**

Health & Hospitals 2.08
**

General Control N.A. 0.07

Interest N.A. 0.04

*Total aid to education, data did not separate aid to local schools,

state school boards, and higher education.

**No statistically significant relation

N.A. --Not applicable

Source: Jack W. Osman, "The Dual Impact of Federal Aid on State

and Local Government Expenditures," National Tax Journal,

19, December, 1966, p. 366.
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TABLE 4

STIMULATION COEFFICIENTS OF FEDERAL AID
TO STATE AND LOCAL GOVERNMENT,

SMITH'S RESULTS

Function Stimulation coefficient of direct
aid to function

Total General 1.66**
Education (1.68)1'

Highways 1.17**
Public Welfare 1.52**
Health & Hospitals -0.29*
Non-aided Functions 1.39**

**Statistically significant at .01 level
*Statistically significant at .10 level
'Mot statistically significant

Source: David L. Smith, "The Response of State and Local Government
to Federal Grants," National Tax Journal, 21, September,
1968, p. 355.
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Smith concludes that "...Federal aid to education is not associated with

increased state-local spending from their own sources for the function...

in 1965, most education grants were for special programs or projects

carrying few, if any, matching requirements, or were for Federally

impacted areas."36

Perhaps some of the difference between Smith's and Osman's findings

are explained by changes in Federal policy between 1960 (Osman's data)

and 1965 (Smith's data). James A. Wilde has formulated a theoretical

analysis of the impact of grants-in-aid which predicts that such aid will

have a stimulative effect if the aid is tied to matching efforts on the

part of lower government, but that if no such matching requirement is

enforced, part pf the aid will be used for tax relief.
37

If Wilde's

predictions are correct, then untied Federal grants or revenue sharing

will prove to be relatively ineffective in stimulating state and local

expenditures or in solving national problems. On the other hand, the

traditional approach using matching requirements, while accompanied by

the problems of a centralized bureaucracy, will stimulate state

and local effort and increase total exPenditures below the Federal level

by a multiple of the Federal outlay.

There is a possible compromise between these two approaches. An

increase in the amounts of state tax payments that can be credited against

Federal income tax liabilities would stimulate state efforts while avoiding

centralized bureaucratic decisions and allowing local decisions as to the

best specific use of the new funds.
38

Such a plan, if applied to property

taxes imposed for education, would stimulate educational efforts while

allowing local school boards to maintain autonomy from both Federal and

state bureaucracies.
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Some Problems of Competing Resource Demands

State general expenditures amounted to $68.0 billion in fiscal year

1969.
39 Of this amount $27.2 billion or nearly 40 percent went to edu-

cation. This amount includes $14.9 billion in aid to local schools.

State expenditure for highways took 18 percent of the total, public wel-

fare 16 percent, and hospitals 5 percent. Education is in a particularly

vulnerable position with respect to competing resource demands because of

the sheer size of the educational program. Those who wish to expand

their own programs can not help but cast their eyes at the education

budget as a source of "economy."

Between 1968 and 1969, total state expenditures grew by 12.6 percent;

while expenditures on education grew 11.8 percent; highways, 5.6 percent;

public welfare, 25.6 percent; and hospitals, 10.8 percent.° While high-

ways made up the second largest part of state expenditures, this function

is growing at a pace much slower than most state expenditures. Further,

highway expenditures are to a large extent financed from user taxes through

trust funds and thus is not a potentially troublesome competitor with edu-

cation for state funds.

Public welfare, the third largest state function, offers the most

competition with education. Its phenomenal growth of 25.6 percent was

double the growth of education. - (Between 1967 and 1968, this function

grew by 20.4 percent.) Growth rates of health, 16.3 percent; police,

15.2 percent; general control, 17.9 percent; and veterans' services, 55.4

percent; all exceeded that of education. In addition, the functions of

forestry and parks, airports, water transportation, and libraries all

had rates of growth exceeding that of education in one but not both of

the years 1967-68 and 1968-69.41

f'4,)
,%,./
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TABLE 5

GROWTH IN STATE AND LOCAL GOVERNMENT EXPENDITURES,
1965 to 1969

Function 1968-69
Growth Rate
67-68 66-67 65-66

Combined State &Local
Total All Functions 13.2 9.7 9.3 9.6

Education 14.5 8.7 13.8 16.4

Highways 6.2 4.3 8.6 4.9

Public Welfare 23.4 19.9 21.5 7.1

Hospitals 11.6 13.1 11.8 9.7

Health 14.3 12.1 9.7 9.0

Local Government Only
Fire Protection, Sanita-

tion and Sewers, and
Local Parks 11.5 8.0 3.4 7.6

Source: U. S. Department of Commerce, Bureau of the Census, Government
Finance in 1968-69 (Washington: U. S. Printing Offf77-17,15)7

pp. 18-19.

3
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Table 5 presents a summary of the growth in total state and local

government expenditures between 1965 and 1969. In using this table, it

must be remembered that 1968-69 was a year of high inflation, so fhat the

higher growth rates of this year do not indicate correspondingly higher

real rates of growth. Examination of Table 5 reveals that educational

expenditures grew 3-6 percent more fhan total expenditures in the first

part of fhis period, but failed to grow significantly faster than the

total in fhe latter part of the period. Instead, since 1966, it has been

fhe public welfare function that has grown twice as rapid as

the total. Some of this growth of public welfare has been a reflection

of the Federal policy.

Determining Trends: The Lack of Empirical Proiections

The data given above indicate the nature of recent trerds, but there

is no assurance that these trends can be projected into the 1970's. There

is, in general, a lack of empirical analysis on the determinants of govern-

ment expenditures by functions. Nothing comparable to the GNP elasticities

of taxes exists for expenditure by function. Thus, the economist has in "k

his bag of numbers only past trends, and projections from these have

been as often wrong as right.

The previously mentioned studies by Fabricant, Fisher, Sachs and

Harris, Osman, and Smith all indicate some of the more important charac-

teristics of communities or states that seem to explain variations in

their expenditures. All of these'studies were cross-sectional studies,

that is, the data used was all for one given year with the variation to

be explained appearing as variations among states. Some of the more

significant results are summarized in Table 6.
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TABLE 6

SUMMARY OF FINDINGS OF THE DETERMINANTS OF VARIATIONS
IN STATE AND LOCAL EXPENDITURE FROM

CROSS-SECTION ANALYSIS

Function
Per Capita

Inc ane
Percent
Urban

Determinant*

Population
Density

Percent
Low-Income**

Federal
Grants

Total
Educa tion
Local Schools

2,3,4
3,4
2,3

1
1
1

Higher Education 3 1

Highways 4 2,3,4
Public Welfare 4 2,3
Health & Hospital 2,3,4 1

Police 2 1

Fire Protection 2 1

Sewerage & other
Sanitation 1

*The numbers 1 through 4 indicate that a determinant was found to be
the most significant one for explaining variation in a function by
one cf the following investigators:

1. Fisher (Federal grants not included in this study.)
2. Sachs & Harris
3. Osman
4. Smith

An asterisk indicates that at least one investigator found the determinant
of some statistical significance for the indicated function.

**Percent of families in 1m-income (poverty) status. This determinant had
a negative impact in all cases.

Sources: Glenn W. Fisher, "Interstate Variation in State and Local
Government Expenditure," National Tax Journal, 17, March, 1964,
pp. 57-74. Seymour Sachs and Robert Harris, "The Determinants
of State and Local Goverment Expenditures and Intergovern-
mental Flow of Funds," National Tax Journal, 17, March, 1964,
pp. 75-85. Jack W. Osman, "The Dual Impact of Federal Aid
on State and Local Governments," National Tax Journal, 19,
December, 1966, pp. 362-72. David L. Smith, "The Response
of State and Local Governments to Federal Grants," National.
Tax Journal, 21, September, 1968, pp. 349-57.
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The data in Table 6 confirms the earlier assertion that the primary

variables explaining variation in state and local government expenditures

are per capita income, percent urban, population density, and Federal

grants (percent low income amounts to much the same thing as per capita

income). Other explanatory variables of some significance in the studies

byt not in Table 6 were: population growth (significant for local schools,

highways, and police), percent of population in local schools, and percent

of population over 65 years of age (public welfare). All of these, however,

were of small significance. The trends given above indicated that public

welfare was the primary potential competitor with education for funds.

Table 6 offers little enlightenment here, though, since it indicates that

the most important factors for this function are per capita income (also

the most important factor for explaining education) and Federal grants.

It does little gcod, however, to laiow that Federal grants are important

unless future Federal government policy can be accurately forecast. Health

and hospitals are equally unpredictable as competition for education on the

basis of Table 6. It is of some interest that police and fire protection

are functions of percent urban and population density. These are competi-

tors with education at the local level by virtue of canmon property tax

financing, and the national trend is quite definitely toward greater

urbanization and increased population density in many states.42

Obviously cross-sectional studies do not provide us with any key

insights into the problem of future expenditure trends. Perhaps time -

series analysis nlight provide some infornation, but with one exception

no work of this sort has been done. Roy W. Bahl, Jr. and Robert J. Sgunders

did analyze data from 1957 through 1960 using the annual changes in the

variables found important in the cross=sectional studies. Their results

I
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showed that over time none of these variables were significant except

changes in Federal grants.43

Given the current state of economic analysis of state and local ex-

penditures, empirical analysis can only indicate that growth of expendi-

tures for particular functions will be largely determined by the emphasis

placed upon those functions by the Federal government through its grant-

in-aid programs. The nature of this emphasis cannot be accurately fore-

cast beyond the current budget message.

I
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Taxpayer Revolt

Prior to the 1966-67 fiscal year, voters consistently approved school

bond proposals in about 72 percent of elections representing from 70 to 80

percent of the proposed dollar value. The year 1966 marked the beginning

of a downward trend, however, so that by 1968-69 only 56.8 percent of

school bond proposals were passed, representing only 42.6 percent of dollar

value proposed." The actual amount approved fell from $2.65 billion in

1966 to $1.70 billion in 1969; this even though enrollments, income and

prices had risen. Clearly the American voter is less willing than ever

to vote new property taxes for the support of education. Whether this

means less support for education or less support for government in general

is the topic of this section.

A Conceptual Framework for Analysis -- Government Benefits vs. Costs

The economic theory of public finance suggests that ultimately

collective decisions are the result of individual calculations compar-

ing individual benefits of public action to individual- costs. This does

not mean that altruistic motives are assumed away, but rather that indi-

viduals support or oppose public policy on the basis of whether or not the

value of the public policy to them as individuals (including any altruistic

value) exceeds the costs to them as individuals (including any psychic

costs of harm or injustice to others). Further it is only on the basis

of this individual support that a given public policy remains viable.

Economic analysis does not admit the existence of absolute needs,

whether in public or private consumption. Instead, all consumption leads

to benefits which must be weighed against costs or other alternative bene-

fits derivable from a different use of limited resources. The function
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of experts, then, is not to determine what social policy needs to be,

but rather to set forth information about the alternatives available

so that intelligent public choice is possible5 The media and politicians

play an important role in transmitting this information to the public.

That this iildividualistic weighting of priorities actually becomes

the basis for public policy is provided for in several ways in our society.

One way, of course, is the voting system alluoing individuals to register

their pleasure or displeasure over the policies enacted by their repre-

sentatives. It is not necessary that a specific issue be on the ballot.

Letters, lobbying, and other contacts between voter and representative

provide information; the ballot provides primarily a means of awarding or

withholding approval. Legislators react to individual preferences because

of their need for votes to remain in office:I6

Another method of influencing public policy has been termed "voting

with one's feet." Charles M. Tiebmit developed a model of individual

choice of goverment which, briefly, has citizens who believe the bene-

fits of public policy in a given community to be significantly less than

public costs moving to another community where public policy is more to

their liking.47 Such movements have in fact played an important role in

the development of our country and its regional differences today. One of

the fundamental consequences of our Federal system, is the degree to

which this.systma provides alternative mixes of public policy far the citi-

zen. Unless the population had homogeneous tastes, and this is not the

case, a centralized system requiring unifmnn standards over the whole of

society would necessarily entail a loss of welfare.
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Possible Interrelationshi s of Actions b Different Levels of Government

The revolt by local property taxpayers against school bond issues

after 1966 was not the only symptom of a taxpayer revolt. State govern-

ments have been under increasing citizen pressures for parsimony, and

in 1969, with national interest and support, Congress voted wide refonns

and reductions in Federal taxes. The revolt is a widespread one affect-

ing all levels of government. There are two possible explanations for

this wide revolt against national tax policies.

First, it has been proposed that the revolt is against too high

total taxes. Two key occurrences in the late 1960's could have contribu-

ted to a public belief that taxes were too high. Ome was the inflation

following the Vietnam deficit of 1967 and the attending large increases

in the money supply. This inflation caused an actual increase in the

amounts of income taxes paid, so fhat taxes in fact were higher than

before. (The progressive rate structure of the Federal income tax

system automatically brings forth tax revenue increases -- this is the

source of the large GNP elasticity of income taxes.) Because the infla-

tion represented higher prices but not correspondingly higher real output,

tales had increased not only in actual amount but as a permentage of real

income. Government in short was taking a larger share of the pie.

Thiseffect can also be expected to lead to increased taxpayer re-

sistance against state and local taxes. Since the taxpayer's real income

after Federal taxes is lower, he can be expected to reduce his desired

expenditures on goods in general including public goods. That is, in

the general belt-tightening the taxpayer can be expected to decide in

favor of less public as well as private consumption. To this extent,
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increased Federal taxes do lead to a reduced demand for state and local

expenditures.

The late 1960's was also a period of large increases in Federal

expenditures. Any time public programs are increased one can expect

that the valuation or estimate of benefits placed upon marginal incre-

ments of government expenditures will decrease. Thus, taxpayers might

have felt taxes were too high in the sense that the marginal benefit-

cost ratio had fallen below that justifying current tax-expenditure

levels. This source of taxpayer revolt against Federal policy should

not have any effect upon demand for state and local expenditures that

are not related to Federally supplied goods and services.

The second possible source of national antagonism against taxes

is a general belief that the tax system is unfair or inequitable. The

Federal tax system has been based largely upon t'.ie ability-to-pay prin-

ciple of taxation -- that is, that taxpayers should pay in proportion to

their ability to make a tax sacrifice. In this country general belief seems to

hold that such a tax system should be progressive, but there is no

unanimous agiTement on the degree of progressivity. Public debate during

1969 revealed the widespread belief that many in the top income brackets

were not paying their share. When people believe that they are being

asked to pay more than their fair share, we can expect them to resist

increasing the program that so treats them unfairly.

Revolt Against Specific Taxes

The increasing refusal of communities to vote school bond issues

can be interpreted in part as a revolt against the inequities of a spe-

cific tax -- the property tax. Certainly distribution of the blirden

of this tax bears little relation to the benefits acquired from
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education (or to the benefits from many other government projects). In

addition, this tax amounts to a discriminatory excise on a particular

and important good -- housing. Netzer has estimated that this excise

averages from 17 to 27 percent of annual use value of residential prop

erty. 48 Compared to a 3 percent excise tax on other goods, this is high

indeed. Taxpayer resistance to other specific taxes might be for simi

lar reasons.

Another reason for taxpayer revolt against a specific tax might be

that they are revolting in fact against the complexity of the tax or

'the excess burden imposed upon them by the administration of the tax.

It is important that the payment of a tax be kept convenient for the

taxpayer. Payroll withholding for the Federal income tax is a good

application of this principle. Intangible property taxes are particu

larly obnoxious in this regard. A complex tax system also makes it

difficult for the taxpayer to assure himself that he and others are

in fact paying their fair share. If the taxpayer cannot assure himself

of this, he will oppose the tax regardless of his support of the use to

which funds raised are applied.

Revolt A:ainst S ecific Spending PrS. rams -- Education

Another explanation for recent taxpayer revolts is that individual

tastes for public services have in fact shifted. That is, taxpayers

have voted against sqhool bond issues (and defense expenditures and wel

fare programs) not simply because they objected to the taxes but because

they have decided that' they want less, or at least less growth, of this

function. There are five important factors that might have led to

such a change in tastes.
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First, the widespread occurrence of student rebellion has undoubtedly

brought forth public dissatisfaction with the results of the use of their tax

dollars for education. Regardless of the extent to which the education

establishment is to blame for current disorders, taxpayers tend to

place the blame upon it. The average taxpayer may not in fact have

reduced his support of education as it might be operated because of

student disruptions. But when he is asked to support education, he is

limited to supporting what exiWbs, not what he might wish to exist. In

the longer run his wishes for change in the operation of schools might

be realized, but in the short run his only means of control lies with

his control of the purse.

The second factor is the inherent liberalism of the educational

process. In the best of times this factor lends to some antagonism

between the taxpayer and the educator. By its very nature education

promotes more liberal values than those held by many citizens. Educa

tion must place high values Itpon individual and intellectual freedom,

and the study of our culture's history leads to an increased humanistic

orientation. In recent years this normal gap has been widened by a

drive to make modern education more relevant to the immediate solution

of social ills. Thus education has been injected into the middle of

political controversy over the best means of running society. Whether

or not this tr. A is wise (and many do not believe it is) it cannot but

erode general support for education. To the extent that education

joins sides in political issues it must lose the support of those tax

payers on the other side of the issue.

A third factor that possibly has led to a reduction of pdblic

support of education is the increasing length of stay in school. ihis
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has in effect created a new class within society. It is a new leisure

class of people too old (over 17 years of age) to be constrained by rules

normally governingyounger students yet a class that does not bear the

full individual responsibilities of adulthood, thatiS, the responsibili-

ties of providing for one's financial needs. Such a class has, of course,

always existed, but until recent times it was small. The enormous increase

in the percent of college-age youths actmally enrolled in universities,

colleges, and junior colleges has made this a large and significant

social class and one more apt to create resentment and conflict. Again

the taxpayer may support lower levels of education, but his opportunity

to financially support or oppose may only apply to the whold package

of educational programs.

A fourth factor that had undoubtedly contributed to a reduction of

public support for public education is the tying of education to racial

integration. As Federal pressure for integratiom extends to the non-

South, we can expect this factor to becoae inportant on a nationwide

scale. This factor is closely related to the second factor above.

Again those who oppose integration will be induced to oppose educational

expenditures as part of their political strategy. The main difference

between this factor and the second one is that in the case of integration

the decisions are being largely made outside the educational establish-

ment. Many would argue that this factor is a necessary cost of obtaining

a social reform at least as important as increased education. The re-

duction of racial discrinination and conflict is undoubtedly a very

important social goal and there is some level of costs in terms of loss

in other goals that is justified. But rational policy-making requires

that the costs be considered in judging the extent to which the tradeoff

in goals will be pursued.
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The fifth factor leading to reduction of support for local education

is parental dissatisfaction with the results of current educational pro-

grams. There are all too many cases of the failure of the schools to

teach the elementary skills in reading, mathematics, and spelling.

These cases are not confined solely to ghetto schools. Parents have

also objected to what seems to be a failure of the schools in developing

a sense of self-discipline and good work habits in students.
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